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Breadth Makes the Man 


The School of Commerce, Accounts and 
Finance of New York University has main- 
tained a leading position in accounting instruc- 
tion since 1900. It was established through the 
influence of a large group of Certified Public 
Accountants in New York. 


These leaders, men of broad vision, realized that those who 
were to be admitted to the professional ranks had to have 
thorough training in all the fundamentals of business, in 
addition to specialized training in accounting. 


Men who know accounting, but do not know business, may not be 
good accountants. 


Breadth of training rather than narrow accounting technique has 
been the keynote of School of Commerce instruction since its be- 
ginning. Its graduates are business men with accounting training. 


Their knowledge carries them beyond the confines of the accounting 
department into the broader phases of business relations. This explains 
the rapid advancement of many of them into executive positions. 


Wide Range of Subjects 


Instruction in 170 subjects is given by a faculty of over 100 men. In the 
faculty are included twelve Certified Public Accountants. Accounting study 
is accompanied by well-correlated training in economics, finance, law, or- 

anization, management, marketing, English, insurance and many other 
fields of business. 

Evening Courses 

The four-year evening course leads to degree of Bachelor of Commercial 
Science. Men and women over 21 years of age, not graduates of a high 
school, are admitted as Special Students. 


If you are interested in the kind of training given to 4,396 resident students 
in 1916-1917, call or write for Catalog No. 1017. 


Major B. Foster, Secretary 
New York University School of 


Commerce, Accounts and Finance 
32 Waverly Place, New York On Washington Square 
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The Elements of Cost Accounting 
By F. C. BEtser. 
Member, American Institute of Accountants. 


In presenting the subject of cost accounting to a class of stu- 
dents it is desirable to reduce it to the simplest possible form, and 
it is quite astonishing how concisely the general principles can 
be stated. The statement that cost accounting is merely the ex- 
tension of the well-known principles of double-entry bookkeep- 
ing to the recording of factory transactions serves to remove much 
of the difficulty for one who already has a fair knowledge of 
accounts. All systems of accounting are “cost systems” in the 
sense that they attempt to record the cost of doing business under 
headings suitable for the particular class of enterprise. To record 
manufacturing costs means merely to open appropriate accounts 
for each branch of activities in the factory. 

The first requisite in laying out a cost system is to divide the 
factory into producing departments, and to provide accounts to 
record the expense of operating each of these departments. Every 
item of expense must be allocated finally to one or other of these 
producing departments. Certain expenses are incurred which 
cannot be applied at once to any particular department, and for 
such items intermediate accounts termed “service accounts” may 
be kept, the total of such expenses being later distributed over the 
producing departments in proportion to the service rendered. 
Thus, all expenses entering into the generation of power should 
be gathered together into one account, and at the end of the month 
or other fiscal period the entire power expense distributed on the 
basis of the horse-power consumed in each department. In a 
similar manner, other services such as heating, lighting, factory 
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transport, etc. may be provided for. Expenses applying generally 
to the entire factory, such as general superintendent, watchmen, 
etc. should be gathered into one general factory expense account, 
which must then be prorated over the operating departments on a 
more or less arbitrary basis, such as the relative number of men 
employed. 


In general, therefore, the expense accounts may be divided 
into “service accounts” and “department operating accounts,” the 
object being to get all expense classified eventually under the latter 
heading, the former being used as a convenient intermediate step. 


Accounts must also be kept to record the stocks of materials 
on hand, including raw materials, goods in progress, finished 
goods, supplies, etc. For bulk commodities such as pig iron, 
steel, scrap, coal and coke, etc., it is usually practicable to keep 
individual accounts on the general ledger, in both quantity and 
value. For other commodities, controlling accounts on the gen- 
eral ledger, with underlying details in the stock records, are 
usually more convenient. The underlying details need be kept in 
quantities only, the unit cost of each lot received being noted, 
and all outgoing goods being priced at these unit costs. The bal- 
ances drawn off periodically, and priced at the unit costs, will then 
agree in total with the controlling accounts, subject only to minor 
differences due to dropping of fractions when making extensions. 


Where several successive lots at different costs are received, 
care must be taken to price the outgoing materials at the oldest 
cost until the quantity at that cost is exhausted, when the next cost 
is used, and so on. 


When the factory cost accounting assumes large proportions, 
it is desirable to keep all such records in a separate set of books, 
which may then be controlled by one account on the general 
ledger of the company. 


The method of allocating the costs to the products themselves 
will necessarily vary with the conditions of manufacture and 
production, but there are only three basic systems, viz. : 


I. Predetermined estimates. 
II. Process costs. 
III. Order costs. 
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Under the first system, estimates are prepared in advance for 
every article manufactured. The articles produced are then 
valued at these estimated costs, the total value so determined 
being compared with the actual expenses of operation. The de- 
gree of accuracy with which the estimates have been prepared 
may then be judged as a whole by the extent to which the total 
estimated cost of all goods manufactured during the period varies 
from the total actual cost of operating the factory during the 
same period. 


Under the process cost system, the entire production opera- 
tions are divided into stages or processes. The cost of each proc- 
ess is then apportioned over the product secured from that proc- 
ess, and the unit cost thus determined. 


Under the order costs system, each lot of goods manufactured 
is given an order number, the materials and labor employed 
directly on each lot being charged to the order, and the propor- 
tionate part of the indirect operating expenses of each depart- 
ment through which the order passes being added thereto as a 
burden or overhead charge. 

Any kind of manufacture or production can be accurately re- 
corded under one or other of these three systems. The “machine 
hour system,” “department hour system,” “percentage on labor 
system,” etc., are not to be classed as systems at all; they are 
merely different methods of distributing the burden or indirect 
operating expenses over the orders passing through an operating 
department. The proper method in each case must of course be 
selected and determined with care, but treating these as basic 
systems of costs has a tendency to complicate the subject and 
render it extremely confusing to the student. 

In any particular plant or factory it is usually necessary to 
employ more than one of the basic systems mentioned—that is to 
say, for one stage of the manufacture one system is appropriate, 
while for the next stage a different system is necessary. Thus, 
in a foundry and machine shop, the castings produced might be 
sufficiently similar in design to warrant the use of the process 
costs system and determining the cost per pound of castings, while 
the cost of machining these castings would have to be determined 
separately for each lot, thus necessitating the use of the order 
costs system. 
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To show how concisely the various accounting steps required 
under each system may be exhibited, and at the same time to illus- 
trate the essential double-entry nature of the factory accounts, 
each of the three systems in turn is set out below in the form of 
a limited number of journal entries. These entries may be con- 
sidered as classes of entries, for, while the entries made each 
month are much greater in number, they can be divided into a 
relatively few classes. 


PREDETERMINED ESTIMATES 


This system is not to be commended in any case where either 
of the other two systems can be applied. In many instances it is, 
however, the only practicable plan, owing to the minuteness or 
intricacy of the operations, or because of the great variety of 
articles manufactured which vary but slightly from each other, or 
for some other reason. In many cases where piece-work rates 
are in force, the cost of each individual operation can be very 
closely estimated, and it remains only to prove that no element 
of cost has been omitted and that the estimated cost in total is 
approximately correct. 


To compare the total estimated cost of all the product with the 
total actual cost of operations is hardly sufficient, as this does not 
reveal in what element of the costs the variations occur. It is 
therefore necessary to prepare the estimated costs with convenient 
subdivisions, and to keep a corresponding operating acceunt en the 
books for each subdivision. Thus the divisions might be material, 
labor and overhead ; or the subdivisions might be by departments, 
as for instance—in the manufacture of shoes—upper leather, sole 
leather, findings, cutting, lasting, finishing, packing, etc. What- 
ever the subdivisions in the estimates, exactly corresponding ac- 
counts must be kept on the books, and it is essential that each 
particular item of expense be treated in the same way in both 
places, 


The processes of the system are then as follows, assuming 
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that the subdivisions are by departments as mentioned above in 
the case of shoe manufacturing: 


I. 


II. 


ITI. 


Inventories of raw materials. . 
Inventories of supplies...... 
Sundry service accounts..... 
Sundry operating departments 
To audited vouchers...... 
To record the purchase of 
raw materials and supplies 
and to take up on the books 
the liabilities for all expenses 
incurred during the month. 
Note:—It is understood 
that expenses covering several 
months, such as taxes, insur- 
ance, etc., will be taken up in 
monthly instalments as accrued 
taxes, insurance unexpired, etc. 


Sundry service accounts...... 
Sundry operating departments 
To inventories of supplies. . 
To record the value of all 
supplies taken from _ stores 
during the month. 


Materials consumed, subdi- 
Cc asctvasied annmnnin 
Materials consumed, subdi- 
CH. n.tkhandesecaceneems 
To inventories of raw ma- 
CEE. ncsccceccbssasuc 
To record the value of all 
raw materials taken from 
stores during the month, 
charged to the accounts repre- 
senting the subdivisions of the 
estimated costs. 
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IV. Sundry service accounts..... ale a 
Sundry operating departments ...... 
To accrued wages......... ceases 
To distribute to the various 
expense accounts and operat- 
ing departments the pay-rolls 
for the month. 


V. Sundry operating departments. $ ...... 
To sundry service accounts. DP saasae 
To charge each operating 
department with its due pro- 
portion of each service account 
such as power, heat, general 
factory expenses, etc. 
VI. Inventories of finished goods. $...... 
To materials consumed: 
ID on wit, ne beecun Bare 
SIUM o ccccccccces a ants 
Sundry operating depart- 
MIETHTS wcccccccccccccces $= j= + eeeec 
To transfer to inventory ac- 
count the estimated cost of all 
goods produced and placed in 
stores during the month, priced 
at the predetermined estimated 
costs, separately for each sub- 
division of such estimate. 
At this point, assuming the estimated costs to have been exact, 
the balances in the various accounts would represent : 
Inventories of raw materials ; 
Inventories of supplies ; 

Stocks on hand; to be verified periodically by 

physical inventories. 
Sundry service accounts ; 

These will have no balances, having been dis- 
tributed to the operating departments in each 
fiscal period, unless for some special reason 
it is considered proper to defer a portion of 
the expenses to a future period. 
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Materials consumed, (by subdivisions) ; 

The value of all materials still in process of manu- 
facture ; to be verified by physical inventory of 
goods in process. 

Sundry operating departments ; 

The expenditure incurred in each department on 
goods still in process of manufacture; to be 
verified by physical inventory of goods in 
process. 


Now assume that a physical inventory is taken of the goods 
remaining in process, and that this inventory is priced in strict 
accordance with the predetermined estimates and with due regard 
to the stage of completion which each article happens to have 
reached. To secure an accurate inventory of this kind is ad- 
mittedly difficult, and is in practice taken at that period of the year 
when goods in process are at their lowest. In some industries 
there is a well defined season, at the end of which there is prac- 
tically nothing in process. The entry to cover such inventory 


would be: 


VII. Inventories of goods in process $...... 
To material consumed: 


SD. sha cvadancee assis 
PO occccacckece  -- . .» o> #eeeen 
Sundry operating depart- 
MOMS w.ccccccccccccese jj§é- qj- ees 
To record the estimated 
value of the goods remaining 
in process. 


The balances now remaining in the accounts for material con- 
sumed and the operating departments will measure the extent to 
which the actual costs vary (in the aggregate) from the esti- 
mated costs, separately for each subdivision of the estimates. The 
error on any particular article cannot be determined, but the in- 
formation gained in this way can be used to revise the estimated 
costs intelligently. The differences must be written off on the 
books to profit and loss account as an additional cost of the goods 
already sold, 
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The goods shipped are, of course, charged to accounts re- 
ceivable and credited to a “sales account” at their selling value, 
and at the same time a corresponding entry for the cost of the 
goods sold is made on the books as follows, the information being 
obtained by extending each sales-invoice at cost as well as at sell- 
ing price: 


VIII. Cost of goods sold........... De viens 
To inventories of finished 
OED skcksendacnscnes aeoer 
To record the cost of all 
goods shipped during the 
month. 


The inventory of finished goods account must be verified from 
time to time. The difference between the “sales account” and the 
“cost of goods sold account” represents the gross profit on opera- 
tions, from which the selling and administration expenses are de- 
ducted when preparing the monthly profit and loss statements. 


PROCESS COSTS 


This system is applicable to all cases where bulk commodities 
are produced, such as mining and smelting, manufacture of brick, 
brewing, etc. In such operations the processes are continuous, 
and one batch of product cannot be distinguished from another. 
It is nearly always possible to divide the operations into well de- 
fined processes, the cost of each process being accumulated in an 
appropriate account. The total cost of each process may then be 
applied to the product obtained in the corresponding period. 
Sometimes the entire product of one process is transferred to the 
next process without any intermediate storage, while in other 
cases the partly completed commodities are stored for some time, 
and when again placed in process may take entirely different 
routes. Take, for instance, the process of brewing. The first 
stage is the production of malt from barley, which is then stored 
until needed for the brewing operation. After brewing, the beer 
is stored for some time, after which a part is put in kegs and 
shipped, while the remainder passes through the bottling process 
before being sold. It is therefore convenient in practice to keep 
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inventory accounts for the product of each department, and to 
transfer from the inventory account to the next operation when it 
is reported used. 


It is usual in processes of this nature to obtain a number of 
by-products, which are either disposed of in the market, or are 
used later in another stage of the manufacture. These by- 
products are to be valued, as produced, at the fair market value 
thereof, allowing for all costs of preparation for sale. The re- 
mainder of the cost of manufacture is then applied to what is 
considered the principal product. 


The various steps in such a system of accounting are then as 
follows: 


I. Inventories of raw materials.. $ ...... 
Inventories of supplies.......  ...... 
Sundry service accounts.....  ...... 
Sundry operating departments ...... 

To audited vouchers...... ee 

To record the purchase of 
raw materials and supplies, 
and to take up on the books 
the liabilities for all expenses 
incurred during the month, 

As previously mentioned 
under the head of predeter- 
mined estimates, expenses 
covering several months, such 
as taxes, insurance, etc., will 
be taken up in monthly instal- 
ments, as accrued taxes, in- 
surance unexpired, etc. 


II. Sundry service accounts..... eres 
Sundry operating departments ...... 
To inventories of supplies. . BD secuss 
To record the value of all 
supplies taken from _ stores 
during the month. 
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III. Sundry operating departments $...... 
To inventories of raw ma- 

CE Scdacginasoabees © sesars 
Inventories of by-products. = saeco. 
Inventories of semi-finished 

ene ee eee 
To record the value of raw 

materials taken from stores 
during the month and placed in 
process in the respective de- 
partments. 


Note :—For the purpose of 
this entry, there is in reality 
no distinction between raw 
materials purchased and the 
product or by-product of some 
previous stage of manufacture 
within the same plant. 


IV. Sundry service accounts..... De anenes 
Sundry operating depart- 
SED eesdsesiorssewedse’ _ onpave 
To accrued wages......... Pia teaws 


To distribute to the various 
expense accounts and operat- 
ing departments the pay-rolls 
for the month. 


V. Sundry operating departments $...... 
To sundry service accounts PF iauvds 
To charge each operating 
department with its due pro- 
portion of each service ac- 
count, such as power, light, 
general factory expenses, etc. 
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VI. Inventories of by-products... $ ...... 
To sundry operating depart- 
ES cictndddesminetios ae 
To transfer the value of by- 
products obtained in each de- 
partment, priced at the fair 
market value thereof, allowing 
for all costs of preparation for 
sale. 


VII. Inventories of semi-finished 
SE. sb ve dunaustseees ae 
Inventories of finished prod- 
UCTS ccc ccccccccccccccces  ceeves 
To sundry operating depart- 
ED is kc ccadacesevedss PP ieaes " 
To transfer the net cost of 
operating each department to 
the account for the respective 
commodity produced, record- 
ing both quantity and value. 
Note :—There is frequently 
no distinction between semi- 
finished and finished products, 
the form of the entry here 
given being merely to empha- 
size the fact that inventory ac- 
counts are to be kept for the 
intermediate stages as well as 
for the final stage. 

When apportioning the cost of a process over the product, 
difficulty is sometimes encountered because several grades are 
produced, and the account must then be carefully analyzed. 
Sometimes only the material used varies with the grade, and the 
other expenses are the same for all grades. In other cases the 
expenses may vary with the grade or size, but the variations cannot 
be determined exactly, as for instance in a rolling mill producing 
various sizes of bars. It is then necessary to establish a more or 
less arbitrary distribution. The essential point is that all the ex- 
pense of the operation must be absorbed by the product. 
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The commodities shipped are charged to accounts receivable 
and credited to “sales account” at their sales value, while at the 
same time an entry is made for the cost of these goods, as follows: 


VIII. Cost of goods sold........... seca 
To inventories of finished 
ey eer 
To record the cost of all 
goods shipped during the 
month. 


From the gross profits indicated by the sales account and the 
cost of goods sold account, there should now be deducted the 
selling and administration expenses, in order to obtain the net 
results of operation for the period. 

The balances in the various accounts will now be represented 
by the following: 


Inventories of raw materials 
Inventories of by-products 
Inventories of semi-finished materials 
Inventories of finished product 
Stocks of the various commodities on hand; to be 
verified by physical inventories. 
Sundry service accounts 
Sundry operating accounts 
These accounts will have no balances unless, for 
some special reason, such as unusually heavy 
repairs, it is considered advisable to defer a 
portion of the expenses to a future period. 


ORDER COSTS 


Whenever the goods are placed in process of manufacture in 
lots which can be kept separate throughout, it is practicable to 
record the costs on each different order or lot. Each lot is given 
an order number, and all labor and material which can be allo- 
cated directly to an order is charged to that number, an account 
being kept on the factory books for each number. As the orders 
in process at any one time are likely to be very numerous, it is 
desirable to have one controlling account over all orders, which 
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may be called “work in progress” account. The details can be 
kept in a subsidiary cost ledger, the total of which must be in 
constant agreement with the controlling account. 

The expenses which cannot be allocated directly to orders, 4. e., 
the overhead expenses of the various operating departments 
through which the orders pass, are covered by making a charge 
for burden or overhead. The basis of this charge will vary with 
conditions of manufacture, and the basis should be chosen with 
care so as to obtain the most equitable distribution of the burden 
over the various articles. The most usual bases are: 


A percentage of the direct labor: 


This is a very common method, and has the merit of sim- 
plicity. Where wage rates throughout the depart- 
ment are uniform or nearly so, and where the equip- 
ment used by each workman is similar, it is a just 
basis. 


A rate per hour of direct labor: 


Where wage rates differ this is preferable to the former 
method. The amount of burden is in general more 
nearly proportional to the number of men employed, 
than to the amount of the payroll. This method also 
assumes that the equipment used throughout the de- 
partment is the same. 


A rate per machine hour: 


This method takes into consideration the fact that, in 
certain departments, the equipment used varies 
greatly, and that the rate of burden charged to the 
orders passing through the department should vary 
correspondingly. This means in effect the subdi- 
vision of an operating department into a number of 
minor departments, a separate rate of burden per 
hour being obtained for each. 

Sometimes the machine hour rate is made to include the 
labor of the machine operators, so that in such de- 
partment no direct labor charge would be made to 
the order. 
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The amount charged to orders for burden is, of course, a cor- 
responding credit to the operating department. Obviously the 
rates cannot be fixed to absorb the expense exactly each month, 
and it would not be desirable to do so if it were possible. As the 
volume of work passing through a department varies from month 
to month, while the expense does not vary in the same degree, the 
rates charged would need to be changed every month to absorb 
the expense exactly, thus resulting in unfairness as between differ- 
ent jobs, and destroying the value of the records for purposes of 
comparison. It is therefore preferable to determine rates which, 
with the normal volume of business, will approximately absorb 
the normal expenses over a considerable period, say a year. 
When the conditions are abnormal, the unabsorbed balances in the 
operating departments must be charged off as an extraordinary 
loss, in the nature of idle plant expense. 

In order that completed costs on any particular article may be 
obtained within a reasonable time, it is necessary to place the 
orders in such quantities as can be completed within a month or 
two, even if it is necessary to place a number of successive orders 
for the same article to make up the total quantity required. 

When a completed article is composed of a number of parts, 
it is usually better to issue orders for, and secure the costs on, 
each of the different parts, and later to issue a further order for 
the assembling of the parts. This is important, particularly if the 
parts of several articles are interchangeable, and it is in accord 
also with economical manufacture, the parts being made in quan- 
tities and placed in stores until needed. 


The necessary steps, in the form of journal entries are: 


I. Inventories of raw materials.. $ ...... 

Inventories of supplies...... ...... 

Sundry service accounts..... ...... 

Sundry operating departments _....... 
To audited vouchers...... De anteas 
To record the purchase of 

raw materials and supplies, 

and to take up on the books 

the liabilities for all expenses 

incurred during the month. 
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Sundry service accounts..... 
Sundry operating departments 
To inventories of supplies. . 
To record the value of all 
supplies taken from _ stores 
during the month. 


Work in progress account.... 
To inventories of raw ma- 
GE “ec ndiavssducsecs 
To record the value of all 
raw materials taken from 
stores during the month and 
chargeable directly to orders 
in progress. 


Sundry service accounts..... 
Sundry operating depart- 

WBCSD cc ccccccccccccccces 
Work in progress account.... 

To accrued wages......... 

To distribute to the various 
expense accounts and operat- 
ing departments the payrolls 
for the month, charging to 
work in progress account all 
labor which can be allocated 
directly to the individual 
orders. 


Sundry operating departments 
To sundry service accounts 
To charge each operating 

department with its due pro- 

portion of each service ac- 
count, such as power, heat, 
general factory expenses, etc, 
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VI. Work in progress account.... $ ...... 
To sundry operating depart- 
th cddeae wake baew se Pere 
To charge each order in 
progress with its due pro- 
portion of the burden of each 
department through which it 
has passed, on the basis deter- 
mined, and separately for each 
department. 


VII. Inventories of finished goods. $...... 

To work in progress....... eer 
To transfer all goods com- 

pleted and placed in stores 

during the month, closing out 

the corresponding orders on 

which these goods were manu- 

factured. 

All goods shipped will require to be priced at the costs re- 
corded in the finished goods stock records, and after making the 
entry charging accounts receivable, and crediting sales with the 
selling value thereof, the following entry is required to record 
the cost of the goods sold. 


VIII. Cost of goods sold........... $ esses 
To inventories of finished 
ee a i eatenas 


To record the cost of all 
goods shipped during the 
month. 


Frequently finished goods are not placed in stores, but are 
shipped as soon as completed in the factory. It will generally be 
found more convenient, however, to consider all completed goods 
as going into stores and all shipments as coming out of stores. 

The balances on the various accounts will now stand as fol- 
lows: 

Inventories of raw materials 
Inventories of supplies 
Inventories of finished goods 
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Representing the respective stocks on hand and 
subject to verification by periodical physical 
inventories. Underlying stock records will 
usually be kept covering the details of each 
class of goods. 

Work in progress account 

Representing the unfinished orders, the details of 
which are recorded in the cost ledger, in which 
an account is kept covering each order. 

Sundry service accounts 

There should be no balances on these, except in 
special cases. 

Sundry operating departments 

The balances on these accounts represent the bur- 
den over-or under-absorbed, and may be car- 
ried forward to the end of the year, unless 
in case of abnormal operating conditions they 
represent the expense of idle plant. 


From the gross profit indicated by the sales account and cost 
of goods sold account, the selling and administrative expenses 
should be deducted when preparing the monthly profit and loss 
account. 


* * *” * * * 


The foregoing are, of course, very rough outlines of the 
various systems of cost accounting, but the outlines are general, 
applying to every variety of industry. The details must be filled 
in to meet the conditions in any particular plant, and steps must 
be taken to secure from the operating departments the necessary 
reports of time, material used, goods produced, etc. 
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Property Accounting in the City of New York* 
By Raymonp W. Bourke, C. P. A. 


Property accounting of a city may be defined as the pro- 
cedure by which the city puts all its transactions relative to 
property on record and coordinates the data in these records, so 
that they may be used intelligently. 


Little has been written on the various aspects and problems of 
property administration and accounting. Several of the recent 
publications on cost accounting treat of the subject of stores 
accounting in a broad general way and contain a short chapter or 
two on inventory taking. Now and again brief articles on prop- 
erty records appear in the various technical journals; but nothing 
has thus far been published which can claim to be more than 
a partial or elementary treatment of the subject. 


In these days of scientific budget-making, expense and unit- 
cost accounting by our municipalities, and the increasing demand 
for correct and proper bases for scientific rate-making by the 
various state railway commissions and the interstate commerce 
commission, it would seem as if the time had come for a more 
comprehensive treatise on this subject. 


This paper is presented, therefore, with the hope that it may 
stimulate original thought and promote a discussion of the sub- 
ject, in its various phases, which will ultimately result in the 
laying down of a set of principles and forms and the establish- 
ment of a procedure of property accounting which will be ap- 
plicable to all governmental units. 


The property of a city includes: 


Equipment-in-service 

Stores (materials, supplies and equipment) 
Land and land under water 

Structures 

Incorporeal rights 





* A paper read at the Annual meeting of the National Association of Comptrollers 
and Accounting Officers, Chicago, 1917. 
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As the custodian of the common properties of its inhabitants, 
the city is charged with the following duties: 


1. To see that property purchased is rightly accounted for. 
2. To see that city property is used only for city purposes. 


3. To see that property is well taken care of, i. e., is properly 
cleaned, housed, fed, and used with due care. 


4. To see that property is adequately repaired. 


5. To see that property is of the kind best adapted to the pur- 
pose for which it is used. 


6. To see that property is used at its full, or at least its normal, 
capacity. 

7. To see that adequate provision is made for the replace- 
ment of worn-out and obsolete property. 


In order to discharge these responsibilities efficiently, the 
administrator must be supplied currently with complete and 
accurate information covering every particular relating to the 
property under his care. In order that this information may 
be produced accurately, completely and currently, it is necessary 
that a good system of property accounting be first established 
and then efficiently administered. It should be remembered 
that effectiveness of accounts depends on administration quite 
as much as on method. Efficient accounting and good admin- 
istration go together. The first makes the second possible. 


It has been said that planning is the very essence of admin- 
istration. Therefore, in order to plan intelligently in regard to 
the property needed for carrying out the functions of a particular 
department, the departmental administrator must have prompt, 
full and accurate information regarding current transactions 
affecting the acquisition and disposition of any units of property 
intrusted to his care and safe-keeping. This information can be 
developed in no way other than through a carefully planned system 
of property accounts. However, the fact should not be overlooked 
that, at best, accounts are only history. Their value increases 
directly with their up-to-dateness. Monthly reports in respect to 
property are of prime importance on the third and fourth of the 
month following; by the twentieth, they may have become 
statistics. 
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It is not the intention in this paper to discuss accounting for 
stores, land, land under water, structures or incorporeal rights, 
but to take up the subject of accounting for equipment-in-service. 


A few years ago, the city of New York had an inventory 
taken of all its equipment-in-service. Without going into the 
details of the procedure followed in the compiling of that in- 
ventory, it is sufficient to say that it was taken for valuation pur- 
poses only and proved to be a task of gigantic proportions. 

Now, to compile an inventory of equipment-in-service for valu- 
ations only is one thing, but to take an inventory for the purpose 
of perpetuating it by count as well as by valuations, and at the 
same time to establish a definite control of investment, is an en- 
tirely different proposition and one that requires definite plans 
carefully worked out in advance. 


During several months past, the bureau of municipal investiga- 
tions and statistics of the department of finance of the city of 
New York has been engaged in making an intensive study of two 
of the large operating departments of the city, namely, the depart- 
ment of docks and ferries and the department of parks of the 
boroughs of Manhattan and Richmond, with a view to establish- 
ing in those departments a system of property accounts. The pur- 
poses to be served thereby are the following: 


To establish a perpetual inventory of: 
1, Equipment-in-service. 
2. Live-stock. 


(a) To provide the commissioners of these depart- 
ments with effective means for holding the heads 
of all bureaus, divisions, sections, rooms and 
other points accountable for the proper use and 
safe-keeping of articles of equipment and live- 
stock intrusted to their use or care. 

(b) To provide the comptroller with the means for 
exercising control over personal property and 
live-stock belonging to the city of New York in 
the custody of these departments, in accordance 
with sections 149a of the Greater New York 
charter. 
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(c) For detailed reference and guidance in arriving 
at future estimates required for budget-making 
and other purposes. 

(d) To form a basis for determining the amounts 
properly chargeable to cost and expense accounts 
relative to equipment. 

Now, let us consider just what equipment is, as distinguished 
from materials and supplies. 

In a pamphlet entitled, Budget Classifications, issued in con- 
nection with the 1917 budget of the city of New York, “equip- 
ment, materials and supplies” are defined as follows: 

Equipment includes all apparatus, machinery, vehicles, tools, instru- 
ments, furniture, fittings and other articles which can be used over and 


over again without a material change in or an appreciable impairment of 
their physical condition. 


Materials are articles and substances in a natural or manufactured state 
entering into the construction or repair of any building, highway, sewer, 
apparatus, machinery or other equipment. 


Supplies are articles which can be used but once, or which, after being 


used once, show a material change in or an appreciable impairment of their 
physical condition. 


Even with these definitions in mind, it is exceedingly diffi- 
cult at times to say whether particular articles should be classed as 
equipment or as supplies. 

At best, definitions of various classes of property are poor sub- 
stitutes for lists setting forth specifically into what particular class 
each article falls. In the absence of such a list or catalogue, we 
were considerably helped in our work of classification by keeping 
in mind the fact that materials and supplies are articles or sub- 
stances of such a nature that when once used they are consumed, 
or if not actually consumed, the original form or state of the 
article or substance is so materially changed that it may be said 
to exist no longer under its original name—that is to say, the use 
of the article or substance so changes its form or state that, in its 
new form, it exists as an entirely new article or substance. 

Articles of equipment, on the other hand, are of an entirely 
different nature, in that they are not consumed and rendered unfit 
for service until after continuous use. 


It will be seen, therefore, that materials and supplies are 
articles or substances of such a nature that, when issued and not 
all consumed, the unused part may be returned to stores as new 
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stock. This is not so with equipment. An article of equipment 
when issued and once used becomes, so to speak, a second-hand 
article, and cannot be returned to stores as new stock; neither can 
there be any unused part of an article of equipment, as is the case 
with many kinds of materials and supplies. 

As with any other engineering, economic or financial problem, 
before starting the colossal task of taking the inventories and val- 
uations of the equipment-in-service in these departments, it was 
absolutely and imperatively necessary to decide upon and to keep 
constantly and very clearly in mind what information was desired 
and in what shape it should be presented. 

After much thought, the conclusion was reached that in the 
establishment of a perpetual inventory, the two basic essentials are 


(a) What is owned. 
(b) Where is it located. 


It was recognized from the start, however, that if the proper 
accounting means were not provided for keéping this record 
current after it had once been established, the inventory might as 
well never have been attempted. An inventory taken without the 
proper accounting machinery for keeping it up to date is an abso- 
lute waste of time and money. 

Scientific pricing or costing of inventories, classifications of 
property, depreciation, etc., are large and distinct problems 
requiring a specialization of discussion which is not possible in a 
paper of this length. 

Having established a basis for determining what we wanted 
to account for, the next question for consideration was one of 
crganization for carrying out the work as planned. 

Of the several distinct forms of organization now in use, the 
military type was selected as probably the best one for carrying 
on a system of property accountability. The chief advantage of 
this type of organization is the definite authority it places on the 
different units, which in turn definitely delegate responsibilty to 
their subordinates. Such a scheme of things leads to good dis- 
cipline. 

Accordingly a large city department in which it is desired to 
instal an efficient system of property accountability should be 
properly organized somewhat as follows: 
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A main board of property control should be appointed by the 
head of the department. This board should be composed of : 


(a) One of the deputy commissioners, to represent the execu- 

tive branch of the department. 

(b) An engineer, to advise on matters of repairs, maintenance, 

operation, valuations, condemnations, depreciation, etc. 

(c) The auditor, to advise on all matters pertaining to ac- 

counts, reports, etc. 

In some cases it might be advisable to include the purchasing 
agent as a member of this board. The chief financial officer of 
the city or one of his representatives should be an ex-officio 
member. 

The board should be vested with full authority, subject to veto 
by the commissioner, to regulate the purchase, distribution, use 
and disposition of all departmental property. It should have 
power to authorize transfers of property and requisitions on store- 
keepers for the issuance of new equipment ; also to conduct inspec- 
tions of damaged and defective equipment and to determine what 
disposition is to be made of such equipment, etc. 

The department should be organized into small units, with a 
definitely named person placed in charge of each unit. These 
persons should be held strictly responsible and accountable to the 
main board of property control. Their subordinates should be 
responsible directly to them for the property assigned to their use 
and accountable to the main board of property control only 
through their respective, responsible and accountable official 
superiors. 

Inspection depots should be established at convenient loca- 
tions, preferably near storehouses and repair shops. All units of 
property taken from any of the field points should be sent to these 
inspection depots. At regular stated periods, a representative of 
the board of property control should make a survey of all prop- 
erty in the inspection depots and determine its disposition. 

A mnemonic organization code should be constructed for the 
department, so that the names of the various units may be 
numerically expressed, this being an easy way of referring to 
them. 
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An organization code of this kind is in operation in the depart- 
ment of docks and ferries of the city of New York. The prin- 
ciple upon which it is constructed is as follows: 

The first two digits after the decimal point are used to indicate 
the geographical points, areas or sections in the department. The 
third and fourth digits indicate subdivisions of these points, areas 
or sections. One digit is used before the point to indicate the 
bureau having jurisdiction over a particular point. For example, 
5.0117 is the organization code number of a room on pier A on 
the Hudson river. The figure 5 before the decimal point indicates 
that this room is under the jurisdiction of the bureau of engineer- 
ing. The two digits after the point indicate the geographical 
location, namely pier A, and the third and fourth digit indicate the 
subdivision of pier A. 

One advantage of a mnemonic code of this kind is the ease of 
indexing, and the comparatively few cross-references needed, 
since the composite symbol when dissected into its key-com- 
ponents is self-explanatory. 

Standard quotas of equipment should be established for all 
organization units, for this method provides probably the most 
efficient means of controlling small movable pieces of property, 
such as small hand tools, implements, etc. As a preliminary to 
the setting up of standard quotas, an intensive study of the activi- 
ties and physical lay-out of the various bureaus is necessary, in 
order to determine whether the equipment on hand is equal to or 
in excess of the amount required to carry on the functions of the 
different bureaus. The engineers of the department should co- 
operate in this work and furnish the data necessary to form the 
basis for the establishment of the standard quota of equipment 
for each organization unit. An increase or decrease in established 
quotas should be authorized in all cases by the board of property 
control. 

Before attempting the taking of an initial inventory of equip- 
ment-in-service, the entire field of a department should be cleared 
of all articles which are either defective or no longer required. 
This plan where feasible greatly simplifies the task of inventory 
taking. Such equipment should be forwarded to the inspection 
depots. It is common in city departments, as well as in com- 
mercial life, to find all kinds of obsolete equipment, tools, fixtures, 
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etc., stored here, there and everywhere. Although most of it will 
never be used again, no one seems willing to take the responsibility 
of disposing of it. 


There are various methods in use for taking inventories. No 
attempt will be made here to discuss the details of these different 
plans for gathering the essential facts as to the nature, location, 
cost, life and depreciated value, etc., of the various classes of 
property. However, this subject should not be passed over 
without saying that if an inventory is not well planned and accu- 
rately taken, and if the proper accounting machinery is not pro- 
vided for perpetuating the figures after they are once established, 
even the attempt at an inventory is the height of absurdity. 


Through the experience gained in the taking and compiling of 
the inventories of equipment-in-service in the dock and park 
departments of the city of New York, data were obtained which 
enabled us to establish standard price lists of all articles used 
in those departments and also to find a correct basis for the 
classification of all articles of equipment-in-service found there. 


Though no elaborate scheme of classification was atempted, 
the one used was thorough enough to inject order and method 
into the setting up of the inventories. Some time in the near 
future, when we have gained our two main objectives—namely, 
the accounting and physical control of all units of equipment-in- 
service—it is the intention to work out a more detailed classifica- 
tion of property, a scientific costing or valuation system, and to 
formulate a procedure for estimating and recording depreciation 
of all classes of equipment-in-service, 


It should be kept in mind, however, that it is impossible to 
classify, evaluate or depreciate any form of property until it is 
first ascertained what property is owned and exactly where it is. 
When this information is a matter of current record, then and 
not before is it possible to apply scientific methods of classifica- 
tion, valuation and depreciation. To attempt all these things 
before your inventories are under absolute accounting and physical 
control is to invite failure from the very start. 


When it is remembered that the city of New York classifies 
such articles as shovels, brooms, mops, small tools, etc., as articles 
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of equipment, it is possible to realize what a gigantic proposition 
the establishment of accounting and physical control of equipment- 
in-service is. 

In many of the departments of the city of New York, systems 
of expense accounting have been installed. It is the practice to 
charge to expense all articles of equipment placed in service, on 
the theory that they are replacements. Strictly speaking, under a 
scheme of this kind, we have expenditure accounting—not expense 
accounting. 


A system of property accounts will eliminate this defect in our 
accounting procedure by supplying the data necessary to distribute 
equitably, in each accounting period, the cost of repairs to prop- 
erty and depreciation of property. The method for doing this will 
be to charge expense with the amount of repairs and the amount 
of depreciation which accrues during a period and credit two 
reserve accounts, one for repairs and one for depreciation. Ex- 
penditures for repairs (maintenance) will then be charged to the 
reserve for repairs as these are made. As articles of equipment 
are worn out and withdrawn from service, they will be charged to 
the reserve for depreciation. 


Were depreciation and reserve for repairs ignored, expense 
accounts would be burdened in some periods by the heavy deprecia- 
tion of property and by the expenditures for repairs; and in other 
periods they would be only lightly charged with depreciation and 
expenditures for repairs. The result would be confusing fluctua- 
tions in the expense accounts of various periods. In fact, the 
value of the statistical information produced by means of the 
expense accounts would be practically worthless for comparative 
purposes. 


ACCOUNTING FOR EQUIPMENT-IN-SERVICE. 


An efficient system of accounting for equipment-in-service, 
reduced to its simplest terms, will consist of : 


1. Files of documents containing the original evidence of each 
transaction ; 


2. Registers for each class of document ; 
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3. Subsidiary ledgers for keeping each general class of 
accounts in detail and such auxiliary records as may 
be found expedient, to supplement and codrdinate the 
foregoing essential devices ; 


4. General ledger containing controlling or summary accounts 
only. 

5. Detailed reports—schedules of balances and totals—from 
detail ledgers. 

6. Summary reports, taken from the general ledger. 


Each document should contain such information and bear such 
signatures and verifications as will make it an original entry and 
the best evidence which may be produced to prove what each 
transaction was, and to allocate personal responsibility definitely 
for each step in the transaction from its inception to its final deter- 
mination. For accounting purposes, each file of original docu- 
ments will serve as and will constitute a complete record of all 
transactions of the class. By means of these documents, the 
chief financial officer of the city will have a basis for audit of the 
property records and it will be possible for him to hold each officer 
and employe of the city accountable for the safekeeping and proper 
use of the public properties intrusted to his care. 

As a means of protecting the city against loss of original evi- 
dence, and for the purpose of fulfilling all accounting require- 
ments, not less than two entries should be made in the books of 
record from each document. 

The first entry will be made in a register which serves as a 
numerical index to the original files, as well as a secondary record 
of all the essential facts contained on the original document. 
Being classified as to the kind of document, the classes of equip- 
ment affected and the bureaus concerned, these registers will also 
serve the same accounting purpose as a journal by means of which 
ledger postings may be proved. 

The second entry will be made from the original document in 
a detail or subsidiary ledger account. Both the registration and 
the ledger entry thereby become original entries of the informa- 
tion contained in a verified and certified document and, as these 
entries are made independently, there is no liability to copy an 
error in registration or in posting from one book to another. In 
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cases where more than one detail ledger may be affected by the 
transaction, as many entries will be made as the number of 
different detail or subsidiary ledger accounts affected. 

The totaling of the registers and the posting of the totals to a 
general ledger are to be made at the end of each month or as 
often as it may be found desirable to prove the accuracy of post- 
ings to detail or subsidiary ledgers. The general ledger accounts, 
therefore, will serve a double purpose: 


1. They will furnish a complete summary of all transactions 
for the period ; and 


2. The trial balance of the general ledger will give to the 
board of property control balances or totals by which 
the accuracy of all the schedules of balances of the sub- 
sidiary books may be proved. 


Comparison of schedules of balances of subsidiary ledgers with 
the trial balance of the general ledger should be made at the end 
of each month, for the purpose of detecting errors in posting to 
wrong ledgers or errors in posting wrong amounts to the right 
ledgers. Control over the accuracy of the books should, therefore, 
be complete to every detail of the accounts as well as the mathe- 
matical accuracy of every item contained in both the summary and 
the detailed accounts. 

For the purpose of bringing all the information contained in 
the property accounts to the attention of the members of the 
board of property control, as well as to make it available for use 
by the chief financial officer of the city, reports setting forth all 
details relating to the acquisition or disposition of property should 
be prepared monthly. 

To carry on an efficient system of accounting for equipment- 
in-service, it is necessary that the following documents, ledgers 
and registers be operated: 


Documents: 


1. Invoice for equipment purchased. 

2. Requisition on storekeeper and field invoice for request 
and order that equipment be issued from stores and 
equipment sent to the inspection depots. 

3. Stores invoice for equipment issued from stores. 
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4. Transfer invoice for equipment transferred. 

5. Survey report. 

6. Shipping tag, inspection tag, shipping receipt and cus- 
todian’s receipt. 


Ledgers: 


1. General ledger.. 

2. Equipment sub-control ledger. 

3. Equipment detailed accounts—class ledger. 

4. Equipment detailed accounts—jurisdiction and location 
ledger. 

5. Property inspection and claims ledger. 


Registers: ; 
1. Registers of invoices. 
2. Register of field invoices. 
3. Register of stores invoices. 
4. Register of transfer invoices. 
5. Register of survey reports. 


In both the departments to which reference has been made, 
it is now possible to tell at a moment’s notice where each piece 
of equipment-in-service is. This means every piece of equip- 
ment, from a mop to a ferry-boat in the department of docks and 
ferries, and from a pruning-knife to a road-roller in the depart- 
ment of parks. 

The equipment class ledgers of these departments indicate at 
a glance all the points at which there are any units of every kind 
of article of each class of equipment-in-service. This informa- 
tion is valuable to the heads of the various bureaus and divisions 
of these departments, to the purchasing agents approving requests 
for the purchases of new equipment and to the representatives 
of the staff bureaus of the budget-making agency in arriving at 
the bases for recommending to the appropriating body the proper 
budget allowances for the ensuing year. 

The equipment jurisdiction and location ledgers indicate what 
equipment there is at each organization unit and show what ar- 
ticles are assigned to the use of the various members of the per- 
sonnel of these departments. This information is essential in 
establishing the fidelity of custodians. Both the equipment class 
ledgers and the equipment jurisdiction and location ledgers are 
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under absolute control of the sub-control ledger of each depart- 
ment, which, in turn, is under the rigid control of the general 
ledger. 

Referring to the use, value and necessity for perpetual inven- 
tories, it has been truthfully said that some corporations erect 
burglar-proof vaults around a hundred dollars of cash and then 
invite the world to help itself from a million-dollar inventory. 
This is equally true of municipalities. So long as the form of 
asset owned is cash, it will without doubt be properly safe- 
guarded. But change the form of this asset to another, say, stores 
or equipment-in-service, and the necessity of responsibility for its 
safekeeping is often quite overlooked. 

It should be remembered that it is not the big holes that cause 
the greatest damage for they are apparent and can readily be 
taken care of—it is the small, scarcely perceptible leaks which 
pass unnoticed and cause the amounts of our budgets to rise year 
after year. 

Equipment-in-service represents usually one of the largest 
items of current assets in the possession of the various city de- 
partments and probably is the most negligently guarded. Inven- 
tories are difficult to visualize; it is hard to see the dollars latent 
in piles of lumber, bins of belts, nuts, etc., or in the tools, imple- 
ments and instruments assigned to the use of the various bureaus 
of a city department; yet no investment leaves more holes for 
public funds to slip through. There is no denying the fact that 
money spent on guarding the various classes of city property will 
come back ten-fold. 
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Depreciation Accounting for Public Utility 
Companies 


By Frank E. SEIDMAN, C.P.A. 


Considerable has been written in the past few years about the 
theories of depreciation in regard to public utility regulation. 
When it comes to the actual accounting to be employed in book- 
ing depreciation, however, very little has been developed. In 
fact, the writer has been unable to find a single accounting text- 
book treating this subject definitely, and even the accounting 
magazines contain very little on the subject. 

In most of the states that regulate public utility companies, 
uniform systems of accounts have been formulated. Some of 
these systems are outlined in great detail, while others are very 
general, but nearly all of them prescribe methods for booking 
depreciation. It would be impractical to attempt discussing all 
the methods prescribed by these systems in an article of this 
kind. The accounting procedure for depreciation prescribed by 
the New York public service commission of the first district may 
be said to be fairly representative of the methods prescribed by 
other such commissions, and we will therefore limit our discus- 
sion to the regulations for depreciation accounting as prescribed 
by this commission. 

The New York public service commission issued three sepa- 
rate systems of accounts: one for electric railways, one for elec- 
tric producing and distributing companies, and one for gas cor- 
porations. With respect to accounting fundamentals these three 
systems were practically identical. In order to be concrete, how- 
ever, in our discussion, we will confine ourselves to the regula- 
tions as prescribed for gas and electric companies. 

The accounting classification does not lay down any rule as 
to the specific method to be used in estimating or computing 
depreciation. Companies are at liberty to use the straight-line 
method, the sinking fund method, or in effect any other method 
that may seem fit to them. It is required, however, that their 
estimate of depreciation be based on the companies’ own experi- 
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ence. A rule must be filed by each company with the commission, 
stating the rate and basis which the company intends to use for 
accumulating a depreciation reserve. 


DEPRECIATION DEFINED 


While the companies are not regulated as to the methods of 
estimating depreciation, they are, however, regulated as to the 
accounting procedure to be followed in respect to the booking 
of the depreciation. All gas and electric companies are required 
to account every month for the amount estimated to be neces- 
sary to cover the following elements: 


1. Wear and tear; 

2. Obsolescence and inadequacy accrued during the month in 
the tangible capital of the corporation ; 

3. Such portion of the life of intangible fixed capital as has 
expired during the month; 

4. The amount estimated to be necessary to provide a reserve 
to cover extraordinary casualties. 

It will be noted that this definition of dupeechition i is somewhat 
different from depreciation used in ordinary commercial practice. 
In ordinary accounting theory, depreciation is understood to 
include only the element of wear and tear—obsolescence and 
inadequacy and extraordinary casualties being segregated as an 
independent quantity. 


RELATION BETWEEN DEPRECIATION AND REPAIRS 


The amount estimated under the above items is to be com- 
puted on a gross basis—that is, to the extent capital would 
decline in physical value (because of each of these elements) 
were no repairs whatsoever made to the property. The com- 
mission’s method recognizes the fact that maintenance of prop- 
erty bears a direct relation to depreciation. A property that is 
neglected, and on which repairs were not made when necessary, 
will obviously depreciate more rapidly than one where mainte- 
nance is always kept up to requirements. The amount of ex- 
penditures for repairs, therefore, has a direct effect on deprecia- 
tion. The commission’s accounting rules, therefore, require that 
the companies estimate their depreciation gross; and against this 
estimate they are required to charge the actual repairs, as made 
from month to month. 
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Most of the companies under the jurisdiction of the com- 
mission use as a base for estimating their depreciation, an 
amount based upon the unit of sales of the company. A gas 
eompany, for instance, will set aside so much for every thousand 
cubic feet of gas sold. An electric company would use the 
kilowatt-hours sold as a basis. In order to arrive at the amount 
to be placed in the depreciation reserve during any given month, 
therefore, a company would multiply the units sold by the esti- 
mated gross depreciation per unit of sales and deduct from that 
the actual amount of repairs during the month. 


The system prescribes two accounts for the purpose of 
recording the depreciation entries. The debit account is entitled 
“general amortization” and is equivalent to the “depreciation 
account” (income account) in ordinary commercial practice. The 
credit account is entitled “accrued amortization of capital” and 
is equivalent to the “reserve for depreciation” account (balance- 
sheet account) in ordinary commercial practice. So that in 
booking depreciation, “general amortization” is charged and 
“accrued amortization of capital” credited, just as in ordinary 
practice “depreciation” is charged and “reserve for depreciation” 
is credited. 


In order to make clear the method by which the gross and net 
depreciation is arrived at, we will take a concrete example. A 
gas company which estimates its depreciation at 10c. per M cubic 
feet of gas sold, sells during the month of January, 1917, 150 M 
cubic feet, and during the month of February, 1917, 100 M cubic 
feet. Its operating repairs during these months were $10,000 
and $15,000 respectively. 

At the estimated figure of 10c. per M, the gross amount of 
depreciation that this company would have for the month of 
January is $15,000. Against this, however, must be charged the 
amount spent for repairs during the month, which was $10,000, 
so that the actual net amount of depreciation which will go into 
the reserve account for January will be $5,000. The repair 
entries are made during the course of the month as the expenses 
are incurred. At the end of the month the repair accounts are 
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totaled, deducted from the estimated gross depreciation and the 
net difference is booked in the amortization and accrued amorti- 
zation accounts. 

The computation and the entries necessary on the books of 
the company for January, 1917, in accordance with the uniform 
system for the above transactions, would therefore appear about 
as follows: 


January, 1917 


Operating repairs (distributed between spe- 


a) ee $10,000 
To cash (or accounts payable, etc.)..... $10,000 
For actual repairs during the month 
a ec ceees 5,000 
To accrued amortization of capital...... 5,000 


Computed as follows: 
Sales for month, 15,000 (M) cubic 


feet at ten cents per M. cubic feet.. 15,000 
Less repairs, charged to repair ac- 


EN tl Be Ane ed eee ene 10,000 


Balance chargeable to general amorti- 
zation and creditable to accrued 
amortization of capital .......... 5,000 


For February, it will be noted that the estimated gross de- 
preciation will be $10,000 (100 M. cubic feet @ 10c.), whereas 
the operating repairs during this month were $15,000. In other 
words, there was more repairing done during that month than the 
estimated amount necessary for repairs plus depreciation of an 
average month. This means that (assuming 10c. per M. cubic 
feet as a fair estimate of depreciation plus repairs) February 
was an exceptional one for repairs and that in the long run the 
excessive repairs of any one month are made up by decreasing 
repairs in other periods. So that, ideally, at the end of the esti- 
mated life of the property, this 10c. rate would have taken care 
of all repairs during the life of the property and will have ac- 
cumulated a reserve to refund the original cost of the property 
when it is finally to be withdrawn from service. 
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The entries for February will appear on the books of the com- 
pany about as follows: 


FEBRUARY, 1917 


CO ee ery ere $15,000 
To cash (or accounts payable, etc.)..... $15,000 
For repairs during the month 
Accrued amortization of capital........... 5,000 
To general amortization ............... 5,000 


Computed as follows: 


Sales for month, 100,000 (100M) 
cubic feet at ten cents per M. cubic 


ere ert 10,000 
Less repairs charged to repair ac- 
COME oc casd ccckec vee dbeeeees 15,000 


Balance of repairs over estimated 
depreciation charged to the reserve 
accrued amortization of capital and 
creditable to general amortization. . 5,000 


RETIREMENT OF CAPITAL 


As to retirement of capital, the commission’s accounting rules 
are somewhat complicated because of the fact that most com- 
panies were in operation prior to the time of the issuance of the 
commission’s regulations. The commission’s accounting system 
took effect on December 31, 1908. Throughout the entire classi- 
fication, a distinct line is drawn between capital which was put into 
service prior to the accounting order and that subsequent to that 
date. It provides that all fixed capital appearing on the books of 
the company on December 31, 1908, shall be segregated from 
any expenditures for capital made subsequent to that date. Com- 
panies are required to carry an account entitled “fixed capital on 
December 31, 1908.” All fixed capital as it appeared on their 
books as of that date comes under this head. They must also 
carry as sub-accounts, the several accounts on their books at that 
date which are combined to make up the total fixed capital as of 
December 31, 1908. All expenditures made for capital subsequent 
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to December 31, 1908, are kept in accounts provided for in the 
classification and are prefixed by the title “capital since December 
31, 1908.” 

When a unit of capital is retired from service the commission’s 
accounting requirements provide that the amount originally 
charged to the capital account is to be credited to such capital 
account and simultaneously charged to the reserve account en- 
titled “accrued amortization account.” This, however, applies 
only to the capital installed after December 31, 1908. As to 
capital retired subsequent to December 31, 1908, that was in- 
stalled prior to December 31, 1908, a different treatment on the 
books is necessary. The “accrued amortization of capital” account 
constitutes a reserve of estimated depreciation accrued since De- 
cember 31, 1908, only. It does not include depreciation accrued 
prior to that date. That being the case, retirements of capital upon 
which there was depreciation accrued on December 31, 1908, 
cannot be wholly charged to this reserve account. 


The accounting classification consequently provides that when 
retirements of capital are made which were installed prior to 
December 31, 1908, only the amount of depreciation applicable to 
the period subsequent to December 31, 1908, is to be charged to 
the account of “accrued amortization of capital.” The remainder 
of the amount is to be charged to “corporate surplus” or “deficit 
account,” unless there was carried on the books of the company 
on December 31, 1908, a reserve to cover retirements of capital, 
in which case the charges are to be made to such retirement 
reserve account. 

The basis used in determining the amount of depreciation to 
be apportioned to the charges prior and subsequent to December 
31, 1908, is according to the length of time in service of the 
retired unit as between the two charges. For example, a com- 
pany on January 1, 1915, retired a gas-holder which it had in- 
stalled on January 1, 1897. The estimated original cost of the 
holder was $50,000. Scrap and salvage recovered amounted to 
$2,000. The net amount of $48,000 must, therefore, be appor- 
tioned as between the two charges. From the dates, it appears 
that the total life of the holder was eighteen years. It was in 
service twelve years prior to December 31, 1908, and six years 
subsequent to that date. In other words, only one-third of its 
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life was consumed since the account “accrued amortization of 
capital” was begun. Consequently, only one-third of the $48,000 
could properly be charged to this reserve account. The balance 
must either be charged to “corporate surplus” or to a reserve 
account created for that purpose prior to December 31, 1908. 
The entire amount of $50,000 must, of course, be credited to 
“fixed capital—December 31, 1908,” as this holder was installed 
prior to that date. So that the entry to be made on account of 
this retirement would be as follows: 


Accrued amortization of capital........ $16,000 
Corporate surplus (or reserve for retire- 

ment if such is on books)........... 32,000 
Cast. (50 GUIDE x 005 00s000sasnnenes 2,000 

To fixed capital December 31, 1908. . $50,000 


Holder installed January, 1897, 
retired from service January 
1, 1915. Original cost, $50,000 


If, on the other hand, this company had retired a boiler which 
had been installed on January 1, 1910, at a cost of $5,000, the 
entire cost (assuming there was no salvage) would be chargeable 
to the reserve account and the credit made to “fixed capital since 
December 31, 1908,” would be as follows: 


Accrued amortization of capital......... $5,000 
To furnaces, boilers, etc. 


(Fixed capital since December 31, 1908) $5,000 


It is clear, therefore, that the reserve “accrued amortization 
of capital” is an account wholly applicable to the period sub- 
sequent to December 31, 1908, and should contain a depreciation 
reserve built up since that date only. 


CoNTINUOUS STRUCTURES 


A difficulty arises, however, in connection with allocating 
retirements between these two periods, when it is found impos- 
sible to ascertain whether or not a given physical unit of capital 
was installed prior or subsequent to December 31, 1908. This 
difficulty often occurs in what are termed “continuous structures.” 
A good part of the fixed capital of a railway company, for in- 
stance, consists of ties, tracks, etc. It is almost impossible at 
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times to say exactly which tie or piece of track was laid prior 
and which subsequent to December 31, 1908. Ties and rails are 
continually replaced as necessity requires, and it would be a 
burdensome task to attempt identifying each piece of track or 
each tie laid according to the date of installation. 


To overcome this difficulty, the uniform system prescribes that 
where capital items cannot satisfactorily be individualized they 
shall be kept in efficient operating condition, through repairs, 
renewals and replacements, and such replacements and renewals 
are to be considered as repairs. In other words, instead of credit- 
ing retirements, when made, to capital account, and then charging 
capital when the retirement is replaced, the capital accounts are 
not disturbed, but instead the entire cost of the replacement or 
renewal is charged directly to operating expenses. Thus the 
necessity of determining whether the capital retired was installed 
prior or subsequent to December 31, 1908, is eliminated. The 
net effect of this procedure is exactly the same as if the retire- 
ment was charged wholly to “accrued amortization of capital.” 
The treating of replacements and renewals as repairs increases the 
aggregate of the operating repair accounts and consequently 
reduces to the etxent of these replacements, etc., the amount to 
be carried to “accrued amortization of capital.” Thus, it is exactly 
the same as if “accrued amortization of capital” were charged 
when a retirement was made and the operating repair accounts 
were not burdened with the amount of replacements. To make 
this clear, we will again revert to an example: 


An electric company decides to replace some of its overhead 
wiring on account of poor insulation. The cost of this replace- 
ment is $5,000. The operating repairs for the month during 
which the replacement is made is $1,000. The gross amount of 
depreciation (computed at one cent per K. W. hour sold) for the 
month aggregates $8,000. The balance in the account “accrued 
amortization of capital” at the beginning of the month was 


$60,000. 


Under the requirements of the system, the $5,000 of replace- 
ments would be treated the same as the $1,000 of repairing, and 
both these amounts would be an offset against the gross amount 
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of the depreciation of $8,000. In other words, a net balance of 
$2,000 would be credited to the reserve account fer the month, 
as follows: 


To accrued amortizatiton of capital....... $2,000 


Computed as follows: 


Gross depreciation for month............ $8,000 

i ND. oi van tb sn enee eee $1,000 

Less replacements ........... $5,000 6,000 
Net depreciation ......... $2,000 


The “accrued amortization of capital” account would there- 
fore have a credit balance of $62,000 at the end of the month. 


Exactly the same result would be attained if, instead of treat- 
ing this replacement as a repair, the retirement which necessitated 
this replacement were charged directly to “accrued amortization 
of capital.” There would then be credited to the reserve account 
on account of depreciation for the month $7,000 instead of $2,000, 
the $5,000 being eliminated as a deduction from gross deprecia- 
tion. On the other hand, this $5,000 would be charged directly to 
the reserve account, on account of the retirement. So that the net 
effect would be exactly the same. 


The result of this method, therefore, is to charge all retire- 
ments on account of “continuous structures” to “accrued amorti- 
zation of capital,” irrespective of the date of the installation 
of the capital. It also results in carrying in “fixed capital— 
December 31, 1908,” items which have been replaced by capital 
installed since December 31, 1908. When a replacement is made, 
the old physical unit is of course retired and the new one installed, | 
so that what is actually in service is the capital installed since 
December 31, 1908, although in the accounts it remains in the 
fixed capital accounts prior to December 31, 1908. Criticism on 
account of inaccuracy might therefore be made because of this 
method. Lack of proper records prior to 1908, however, as well 
as the burdensome task that would result in attempting to keep 
records at present, makes it practically impossible to eliminate 
these inaccuracies. 
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ACCOUNTING FOR BETTERMENTS 


A point should be here noted in connection with accounting 
for betterments, which indirectly affects the depreciation accounts. 
The uniform system provides that for betterments which involve 
the partial destruction of the thing bettered, only such portion of 
the cost of the change shall be charged as a betterment as will, 
when added to the original cost of the thing bettered, give the cost 
of reconstruction or replacement of the thing as bettered. The 
remainder of the cost (if any) is to be charged to repairs. For 
example, a building, the original cost of which is estimated at 
$15,000, is bettered by the construction of an elevator shaft, etc. ; 
the actual expenditure for these changes is $3,000; the estimated 
cost of replacement of the building (as bettered), with one equally 
serviceable and with an equal expectation of life, is $16,000. 
Under the accounting requirements, the charge to capital account 
would be only $1,000, because the net increase in the value of the 
building on account of the change is only $1,000, the remainder of 
the cost of $2,000 being chargeable as a repair. The entry is as 
follows: 


General structures (betterment)......... $1,000 
Dt .<ctthénaaheeebabedesesevbe sss 2,000 

To cash (or accounts payable)....... $3,000 
For reconstruction of building at a cost 

of $3,000 


Thus, repairs and therefore “accrued amortization of capital” 
would be charged with these exceptional repairs, irrespective of 
whether the capital reconstructed was installed prior or subsequent 
to December 31, 1908. 











Duties of the Junior Accountant 
By W. B. REyNotps and F. W. THorNTON 
Part III. 


ExuHIBIts (For THE CLIENT) 


Exhibits should be in the mind of the auditor from the time the 
work is begun. The exhibits, with the accompanying report, are 
all that the client gets, and to the client represent the whole work. 


It is not sufficient to give a balance-sheet and profit and loss 
account with a schedule for each item. That plan is followed by 
mechanical and really incompetent (although highly trained) 
accountants. Clients have their books, and one might as well tell 
them to look at their books as give schedules that amount prac- 
tically to a copy of the books. 


If the auditor look over any prior reports, he may get a clear 
idea of what exhibits can with advantage be made. If no prior 
reports exist, it is well to look over the ground, ascertain what 
reports are made by the client’s staff, and think over the question 
“What exhibits could be prepared from these books, without 
unreasonable expenditure of time, that would give help to the 
client ?” 

Do not make exhibits which are mere detailed lists of assets 
or liabilities appearing on the balance-sheet. If a list of customers’ 
accounts receivable, for instance, is of value because the client 
wishes to have it for frequent reference, give it and note on it 
the overdue and bad accounts. If such a list contains many bad 
accounts, give it for your own protection; but do not give it 
simply to make up a bulky report; do not give it because you 
feel bound to support your figures on the balance-sheet by giving 
details. If the client will not trust your report without such 
detail, he should employ a bookkeeper, not a public accountant. 

Constant watching of the several items as they pass under your 
notice during the detail checking will give you the knowledge 
needed to decide what should be reported to the client. 

See that your exhibits form a consistent whole; your profit 
and loss balance should be so handled that the client can trace it 
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to the surplus account and to the balance-sheet; subordinate 
exhibits should correspond with the general profit and loss 
account; the same matter should not appear in two exhibits; the 
exhibits should be compact ; they should be arranged conveniently 
for comparison of accounts at varying dates; petty items should 
be grouped; long exhibits, running over more than one page, 
should be avoided, either by dividing into sections, or by grouping 
items of similar character, giving sub-schedules for the details. 

Remember that exhibits are to be typed—not by you but by 
a typewriter who is, presumably, not an accountant—who will 
follow copy exactly—who is not permitted to correct your errors. 
Your exhibits should be clearly written, in ink, without inter- 
lineations, with spaces arranged substantially as they should 
appear in the final accounts. 

When the exhibits relating to operations are finished they 
should be such as to show amount of business done, by classes, 
deducting from all items any contra amounts, such as the return 
of goods sold or purchased; cost of merchandise manufactured, 
including cost by units if possible ; cost of goods sold; gross profit 
(which may generally be described as profit before charging selling 
and administrative expenses) and classified statement of expenses. 

The balance-sheet should show the assets and _ liabilities— 
classified in a few carefully chosen groups, but not divided into a 
multitude of classes between which the distinction is immaterial. 
In addition to the balance-sheet there may be schedules, not of all 
assets but of any assets the details of which appear to be of much 
interest, especially if large changes have been made during the 
period since last report. 

On all these exhibits figures showing comparative results for 
corresponding earlier periods are valuable; and for this reason it 
is convenient to follow the form of exhibits used at prior audits. 

If, however, the forms used were susceptible of material 
improvement the auditor should make the improvement, and can, 
with a little additional work, so arrange earlier accounts as to 
obtain corresponding figures for the amended form of accounts. 

The comparative figures may take the form of percentage 
figures. The sales may be treated as the standard (100%) and 
the cost and several classes of expense stated in terms of their 
percentage of the amount of sales. In manufacturing cost 
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accounts the total cost of manufacture may be the standard 
(100%) and the items of cost stated in terms of percentage of 
the whole cost. 


In some cases, where the product is uniform, as in the case 
of malt liquor, positive moving picture film, steel, etc., the cost 
may be stated in cost per unit (per barrel, per foot, per ton, etc.). 

Always, however, the general profit and loss account may 
show with advantage not only the comparative percentage 
figures but also the comparative total amounts of the principal 
items, since percentages throw no light on the amount of increase 
or decrease in business done. 

Here, again, the knowledge gained during detail checking 
should have given the auditor a knowledge of the causes of 
increases or decreases of business, and it is precisely that knowl- 
edge which the client needs. The client’s own staff has also 
handled the details, of course; but the auditor is expected to 
bring to a consideration of the details of the business a mind that 
is not only better trained than those of ordinary employees, but 
is equipped with a knowledge of what occurs in many other enter- 
prises. 


CoNDUCT OF JUNIORS IN CLIENTS’ OFFICES 


The junior accountant should at all times appreciate that he 
is regarded by the client as a representative of the firm by which 
he is employed, and is under obligation to uphold the dignity and 
honor of that firm. It follows that he should not express to the 
client any opinion as to the work in hand or the conduct of the 
client’s office without first consulting with his own senior. Junior 
accountants may be approached from time to time by officers of 
the company seeking information regarding the progress of the 
work, conditions in the client’s office, or an opinion on accounting, 
or even on legal matters. In such instances it is best to refer the 
officers to the senior in charge of the work unless the questions 
are of a very elementary character. 

The junior accountant should make a point of arriving at the 
client’s office at the hour appointed for the opening of business 
and not leave until the closing hour. The regulation time for 
meals should not be exceeded, except in special circumstances and 
by permission of the senior in charge. 
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It often happens that both the accountants and the office staff 
simultaneously require the use of the same record—in such cases 
the accountant should endeavor to interrupt the regular work of 
the office as little as he possibly can. This, together with care in 
replacing vouchers, canceled cheques, etc., will be found to have 
a very marked influence upon the impression which the client will 
form of the staff; and the treatment that will be accorded the 
accountant assigned to the work will reflect this impression. 

Junior accountants should appreciate that they are assigned 
to clients’ offices for the purpose of conducting an examination 
and not with a view to discussing extraneous matters with the 
employees. We have known of cases where clients have objected 
to paying their bills in full on the ground that men assigned to 
the work had spent a portion of their time in discussing baseball, 
or because assistants have not put in the full number of hours 
which they should have done under the arrangement with the 
client. 

ABUSES DISCOVERED IN CLIENTS’ OFFICES 

The junior accountant from the position which he holds is 
often in a better position than anyone else to unearth petty abuses. 
Often clients’ employees will tell junior accountants of petty graft 
and other bad features of office management when they would 
hesitate to speak on the matter to a senior. In such cases the 
junior should immediately take up with his own senior anything 
of this nature that comes to his attention. It is highly undesir- 
able that it should be taken up with the client before it has had 
proper consideration, as the information may be untrue or malic- 
ious and actions that may to some employees in an office appear 
improper may be justified and may be specifically authorized by 
the client. In fact, it may be considered a genera) ruie that no 
report of anything undesirable in a client’s office be made to the 
client until it has been considered by the senior and investigated 
so that the accountant may not humiliate himself by bringing 
forward unfounded complaints. 

The remarks above, covering the method of dealing with bad 
conditions in the offices of clients, apply also to what may appear 
to the junior to be defects in the accounting system or forms. 
It frequently happens that a junior does not thoroughly under- 
stand why certain accounts are kept in certain ways—indeed it is 
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not altogether unknown that seniors have been ignorant of the 
reason for keeping certain accounts—and where accounts and 
forms have been introduced by the best minds of an accounting 
firm, it is highly undesirable that a junior who does not fully 
understand them, and perhaps does not know who introduced 
them, should volunteer criticisms to the client. 

At the same time a junior should never fail to bring to the 
attention of his senior anything of any kind connected with his 
work which may appear to him to be unsatisfactory, and if he 
has a strong impression that improvements are in order and his 
senior does not agree with him, he should leave a record of his 
opinion among the working papers to be referred to if the matter 
ever arises for discussion again. 


CHECKING THE CORRECTNESS OF THE ASSISTANT’S OWN WorkK 


By far the greatest safeguard that the assistant can use in 
checking the correctness of his own work is to balance out his 
figures. Thus, if analyses of receipts and expenditures are to be 
made, the cash balance at the beginning and end, together with 
the total of receipts and expenditures, should be made to balance. 
If statements are made of cost per unit for the items entering 
into cost of goods, it should be ascertained that the total of the 
items agrees with the total cost per unit. 

If the accountant states, for instance, that a loss of $50,000 
has been incurred for certain given reasons and states also the 
amount per unit lost for each of these reasons, he should ascer- 
tain that the total of the losses per unit which he gives, multiplied 
by the total number of units, agrees substantially with the $50,000 
referred to. 

Sometimes it is necessary that figures be submitted which 
cannot be balanced in this way. Where this is done, the assistant 
is on dangerous ground and should never, in any circumstances, 
submit such figures without having them carefully checked by 
another person. If he is instructed to submit figures in such 
circumstances that he cannot obtain a check by another, he should, 
for his own protection, note the fact on the working papers. 

It is a general rule with accounting firms that errors are 
excusable, but that failure to obtain such checking as will detect 
the errors before they get into the accounts is not excusable. 
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SYSTEMATIC CHECK-MARKS 


Although there is a certain amount of uniformity in the 
practice of most auditing concerns, the differences in practice are 
sufficient to interfere seriously with work if all the employees of 
any given accounting firm do not follow exactly one plan of 
marking. It is especially necessary where periodical audits are 
made that the marks should be such as to indicate without any 
doubt to each assistant what work has been done by his prede- 
cessor. The assistant must not think that the strictest adherence 
to the prescribed system of marks is unnecessary, nor should he 
think that any system which may appeal to him as being better 
can be adopted without serious injury. The perfection of the 
system is not nearly so important as uniformity; and the assistant 
should make up his mind from the beginning to follow to the 
last detail the scheme of marking adopted by the office in which 
he works. When this is done the work can be dropped at any 
point by one assistant and taken up by the next without misunder- 
standing or loss of time. ‘ 

The scheme of marks in use in one office is set forth fully in 
an exhibit attached hereto. It will be understood from exam- 
ination of this exhibit that each assistant uses from time to time 
a mark which is his own personal distinguishing mark. Where the 
personal check-mark is used, it is intended to enable either the 
senior in charge or another assistant to determine exactly who 
did the work, and the assistant should endeavor to devise some 
neat and quickly made mark that cannot be mistaken for a figure, 
and clearly distinguishes itself from the marks of other assistants. 
This seems to be a matter of some difficulty as the size of the 
mark is small and the number of assistants very great, but a 
surprisingly large variety of marks may be devised with a little 
thought. 
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CARE OF PAPERS 


The junior accountant should remember that he will be held 
responsible for the safe-keeping of the working papers in his 
charge. It is not only necessary that they should be legible, 
orderly and complete, but it is also necessary that they should be 
kept strictly in the care of the auditors, especially during the 
period of their preparation. 

It has happened repeatedly within the experience of every 
large firm that junior accountants have left their papers open to 
the inspection of any person who may feel curiosity about them, 
while the auditors are away. 

The auditor should not forget that he is in a confidential 
capacity; that many facts and documents are given to him that 
are not accessible to all the employees of the firm for which he 
may be working; that he himself should note his own conclusions 
in cases where it is highly undesirable for the employees of the 
client to know what those conclusions are; that he may note on 
his papers presence or absence of vouchers, etc., crossing them 
out from time to time as they may be found; and that if he 
leaves his papers open to the inspection of others during his 
absence any interested employe can cross out items of missing 
vouchers, etc., which may cover irregularities. 

Much of the consideration extended by clients to auditors is 
based on the knowledge that the auditors are trusted with con- 
fidential information and the auditors should not weaken that 
respect by letting their working papers get out of their care. It 
is, however, permissible in many cases for the auditor, if he can 
lock his papers in his audit bag, to leave them for safe-keeping 
in the client’s safe; but in no case should they be left in the care 
of any employe or officer unless they are securely locked up. 

The foregoing caution is not based to any extent on theoretical 
considerations or imaginary dangers. Difficulties have arisen in 
connection with every one of the above points within the ex- 
perience of the writers and some of them have caused irritation on 
the part of the clients and humiliation to the men doing the work. 

The auditor, however, should be careful to cause no unneces- 
sary unpleasantness and should not attempt to give an air of 
mystery to his work. It is a matter for common sense. Keep 
your papers locked up and do not show any more of them than 
necessary. 
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EDITORIAL 
War Contracts and Cost Accounting 


Representatives of the departments of war, the navy, commerce 
and of the federal trade commission and council of national 
defense, constituting an informal interdepartmental conference, 
recently prepared a pamphlet entitled Uniform Contracts and Cost 
Accounting Definitions and Methods. Among the representatives 
were five members and one associate of the American Institute 
of Accountants. The work which was done was not intended to 
be the last word on the subject, but portions of the pamphlet are 
of much interest and the following extracts are recommended to 
the consideration of readers: 


RECOMMENDATIONS ON CONTRACTS 


These recommendations are intended to suggest to contracting 
officers some of the broad legal and equitable points involved in 
war contracts, and to express the preference of the conference for 
a straight purchase-and-sale contract at a fixed price, since it is 
simpler in terms, easier to work under, and generally speaking, 
productive of better and quicker results. The British government, 
after several years’ experience, has discarded the cost-plus con- 
tract plan and adopted the straight purchase-and-sale contract 
in every instance possible. It is not proposed to go into the large 
question of policy involved in attempting to prevent demoraliza- 
tion of markets by excessive competition. Suffice it to say, that 
the government can furnish material and component parts under 
either a fixed-price or a cost-plus contract, and thus protect mar- 
ket conditions by purchases in bulk. 
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Recommendations and brief discussion follow: 

I. It is recommended that, in every instance where fair terms 
can be obtained, contracts should be in the form of straight pur- 
chase-and-sale contracts at fixed prices. 

In the determination of “fair terms” for fixed price contracts, 
the contractor, in so far as possible, should be required to state 
the cost and other factors upon which his price is based; such 
representations to be the subject of investigation by the contract- 
ing officer prior to the final execution of the contract, and if found 
to be incorrect, the price to be adjusted accordingly. 

What constitutes “fair terms” can be arrived at only by con- 
sideration of many factors, such as: 


(1) The quality and quantity of the articles purchased. 

(2) Whether or not the plant is adaptable to business other 
than war business. 

(3) The duration of the job and the length of time the con- 
tractor’s plant and capital will be tied up. Also the amount of 
capital tied up in comparison with the particular output contracted 
for. 

(4) The possibility of fluctuations in material and labor costs 
with attendant risk to the contractor. 

(5) Loss in commercial business by taking government work, 
which must be given precedence; disarrangement in plant organi- 
zation and labor conditions. 

(6) Comparison with prices of other manufacturers, com- 
petitive bidding, etc. 

(7) The prosperity of the trade and of the particular con- 
tractor. 

In certain instances where the article is standard, ordered in 
bulk, deliverable promptly, a profit amounting to 10 per cent. of 
costs is unreasonably high. In other instances where the quality 
of the job is high, the quantity small, or where the job ties up 
the contractor’s plant and capital for a long period of time, or 
where the material and labor risk is considerable, or for other 
similar reasons, such 10 per cent. profit may well be unreasonably 
low. 

Again, in agreeing upon “fair terms” the following factors 
should be considered, any or all of which greatly aid the con- 
tractor and should tend to lower the price. 
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(1) United States to supply material or component parts. 

(2) United States to readjust price in the event of fluctua- 
tions in price of material or component parts resulting in increased 
costs. 

(3) United States to readjust price in the event of labor dis- 
putes resulting in increased labor costs. 

(4) United States to make frequent payments to reimburse 
the contractor for expenditures for material, component parts, or 
the like. 

To skimp fair terms will inevitably tend to cause contractors 
to lose interest in production and disturb general business con- 
ditions. Fair terms can only be determined by consideration of 
these general principles as well as the special factors indicated 
above that may apply to the particular production contracted for. 


II. It is recommended that a standard form of straight pur- 
chase-and-sale contract at a fixed price be adopted for use 
wherever practicable. It should contain clauses which will deal 
with the following subjects: 

(1) Method of delivery; storage of production; shipment to 
point designated. 

(2) United States to pay for raw material when delivered to 
contractor. 

(3) United States to have the right itself to supply material 
and component parts. 

(4) United States to adjust price on increased material costs 
above estimated costs. 

(5) United States to adjust price on increase in labor costs. 

(6) Liquidated damages. 

(7) War clause termination. 

Although a straight purchase-and-sale contract for a fixed 
price adjusted as indicated is greatly to be preferred, nevertheless 
in numerous instances the United States will be obliged to obtain 
production by paying for the entire cost of the same and in 
addition a fair profit to the contractor. Such cost-plus contract 
may be necessary under the following conditions: 

(1) Where the production is novel and the contractor has had 
no past experience upon which to base a price; for example, steel 
helmets, large caliber guns and shells for same, aeroplane motors, 
and the like. 
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(2) Where the production involves difficult and complicated 
manufacturing effort subject to changing plans and specifications, 
or wide fluctuations in material costs; for example, steel and 
wooden ships, aeroplanes, optical glasswork, and the like. 

(3) Where the contractor, though deserving of confidence, 
lacks sufficient working capital and plant equipment to carry 
through the job. 

(4) Engineering or building jobs for which the cost-plus 
contract has for many years been standard. 

It must be borne in mind that a cost-plus contract establishes a 
relation of trust between the United States and the contractor, in 
which the contractor is legally responsible at all times to work in 
the interest of the United States and receive no profit beyond that 
definitely specified in his contract. For all excessive costs, hidden 
profits in the form of depreciation, overhead, discounts, and the 
like, the United States may refuse to pay, or if the contractor has 
thereby profited may sue and recover. Practically, however, the 
interests of the United States and the contractor are inevitably 
opposed if the profit is based upon a percentage of cost. The 
temptation is great to the contractor to inflate his own costs, as 
well as the costs of subcontractors, and the task of the United 
States is difficult and burdensome in checking and determining 
proper costs. 


III. It is recommended that in cost-plus contracts a fixed 
profit of a definite sum of money per article be agreed upon 
instead of a percentage of cost. 

Such fixed profit can be arrived at by taking a percentage, say 
10 per cent., of the estimated cost of each article or the entire 
job. In instances where estimates of cost are impracticable it 
becomes of paramount importance to choose a contractor in whose 
integrity the United States may have the fullest confidence. Where 
a fairly close estimate can be made of the cost of the article or 
job, upon the completion of the contract, the actual cost can be 
checked against the agreed estimate and the contractor permitted 
to share in the saving, or be charged with part of the excess of 
cost, depending upon the outcome. Such an arrangement stimu- 
lates the contractor to save costs and time, because the two go 
together. This cost-plus adjustable fixed-profit contract un- 
questionably affords the government the greatest protection in 
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cost-plus contracts. Great care should be used in fixing the esti- 
mated price, which, if too high, may result in giving the contractor 
a profit entirely undeserved. 

IV. It is recommended that in cost-plus contracts the fixed 
profit agreed on be subject to adjustment, so that the contractor 
may share in the saving of, or be charged with part of the excess 
of, actual cost over estimated cost. 

In some instances the contractor may agree to pay for all 
excess over a certain named figure of cost, and the advantage to 
the United States in such an arrangement is too obvious for com- 
ment. 

In the determination of costs, direct labor and direct material 
are easily ascertainable; it is the indirect charges to the job, over- 
head and depreciation, that present difficulties. To contract to pay 
a proper charge for overhead and depreciation leaves the door 
wide open for endless discussion, and it is suggested that wherever 
possible the amount of these items be tentatively fixed in advance, 
based on definite representations of the contractor as to the amount 
of fixed capital assets to be depreciated and the estimated over- 
head. Such amounts should always be subject to revision in case 
such representations prove to be incorrect. This puts it up to the 
contractor to make an honest representation and provides ample 
opportunity to check the same. It is of the utmost importance 
that standardized forms of contract as well as standardized 
methods of determining costs be applied to this class of contracts. 
Such standardization will produce clarity in the relation between 
the contractor and the United States and will fix precedents of 
construction for certain clauses and terms. Standardization will 
also afford great protection to the United States, not alone pres- 
ently in determining points of difference but also in court of claims 
suits that may arise. 

V. It is recommended that a standard form of cost-plus con- 
tract be adopted for use wherever practicable. As conditions 
necessitate changes, the form of such standard contracts can be 
changed to suit. 

SUMMARY OF RECOMMENDATIONS 

I. It is recommended that in every instance where fair terms 
can be obtained, contracts should be in the form of straight pur- 
chase-and-sale contracts at fixed prices. 
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II. It is recommended that a standard form of straight pur- 
chase-and-sale contract at a fixed price be adopted for use where- 
ever practicable containing special war clauses. 

III. It is recommended that in cost-plus contracts a fixed 
profit of a definite sum of money per article be agreed upon instead 
of a percentage of cost. 

IV. It is recommended that in cost-plus contracts the fixed 
profit agreed on be subject to adjustment, so that the contractors 
may share in the saving of, or be charged with part of the excess 
of, actual cost over estimated cost. 

V. It is recommended that a standard form of cost-plus con- 
tract be adopted for use wherever practicable. 


RECOMMENDATIONS ON Cost-ACCOUNTING METHODS 


The chief purpose of these recommendations is to assist the 
purchasing departments of the government, and manufacturers 
and contractors who are contracting on a “cost-plus profit” plan, 
or on a “fixed-price” plan, in which the price is to be determined 
after an investigation of costs. 

The recommendations are intended to be of a suggestive 
nature, and should be used wherever the contract or rules issued 
in connection therewith do not give full information on costs. 

It is hoped that the information contained herein may ma- 
terially assist all engaged in verifying costs for the government, 
and also point out to the contractors what elements to use as costs 
and how to summarize and present the costs to the government 
inspectors. 

GENERAL DEFINITION OF COosTS 


It is recommended that the following general definition of 
costs be included as part of the contracts, subject to such interpre- 
tation as may be outlined by the contracting or accounting officers : 

Cost, as used herein, is defined as follows: 

(1) Cost of material and supplies definitely ascertainable as 
entering into or expended in the production of the articles con- 
tracted for hereunder. 

(2) Cost of all direct labor definitely ascertainable as em- 
ployed in the production of the articles contracted for hereunder. 

(3) A fair proportion of overhead expenses. By the term 
“overhead expenses” is meant the indirect labor and other manu- 
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facturing expenses, and the general and administrative expenses 
applicable to and necessary in connection with the production of 
the articles contracted for hereunder. It does not include (among 
other items) the following: interest, rent, advertising, collection 
expenses, credit losses and customers’ discounts, and such taxes 
as income and excess profits taxes imposed by the United States 
government. [Interest, rent, and selling expenses will not be 
allowed as part of overhead cost, but may be the subject of special 
compensation when so stipulated in the contract. ] 
Note.—Notwithstanding the foregoing, charges may be made 
“direct” or as “overhead” in accordance with the usual methods 
of cost keeping adopted by the contractor, provided that charges 
are not made “direct” in government work, when similar charges 
for other work done by the contractor are made as “overhead.” 


SPECIFIC DEFINITION OF COSTS 


It is recommended that contracting and accounting officers, 
manufacturers, and contractors adopt the following specific defini- 
tions of costs, subject, however, to more detailed definitions in 
particular cases where required. 


Indirect Material 

Indirect material consists of such material as factory supplies, 
which, while used in the processes of manufacture, either do not 
enter into the product, or else enter in such a way as not to be 
chargeable conveniently to any particular article. 

Indirect Labor 

Labor used in repairing, handling, trucking, sweeping, super- 
vising, etc.; in short, any labor not expended directly upon the 
product may be included in the overhead as part of the indirect 
labor. 

Freight, Cartage, and Express (Inward) 

These items should be included and charged as part of the 
direct material costs. When such treatment is impracticable, they 
may be treated as part of the overhead costs. 

Experimental Work 

When experimental work directly necessary in connection with 
government contracts is not expressly provided for in the con- 
tract, it may be included as part of the overhead cost. 
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No portion of experimental work on other products of the 
contractors should be included in the overhead which is applicable 
to government contracts, except relatively small residual expense 
which it is impracticable to distinctly allocate to any particular 
contract. 


Defective Work 


Spoiled work, when not within the control of the contractor, 
and allowing for the natural and ordinary run of mistakes made 
by workmen and others under normal conditions, will be allowed 
as an element of actual cost ; but defective and spoiled work result- 
ing from carelessness, and which could have been avoided by the 
exercise of reasonable and usual care and diligence by the con- 
tractor or his supervising agents, shall be disallowed as an element 
either of direct or overhead cost. 

A schedule of all important items of defective work should 
be prepared, stating the nature of the defect and where and how 
it occurred, together with its disposition and salvage value. 


Taxes 
Taxes, excepting federal taxes such as income and excess 


profits taxes, accruing during such time as the contract may be in 
process may be included as part of the overhead. 


Liability Insurance 

Accrued liability insurance insofar as it covers employees 
working on government contracts may be included as part of the 
overhead. Such accruals may cover premiums payable to insur- 
ance companies, state compensation boards, or premiums under 
independent insurance plans not materially exceeding in cost those 
of insurance companies or state compensation boards. 


Packing and Packing Supplies 

These items may include boxes, lumber, nails, containers, 
strappings, and miscellaneous packing supplies, and also the pack- 
ing labor which is incurred, and these items may be included as 
part of the overhead. 
Scrap and Waste 

Wherever the scrap and waste and containers on government 
work have a salvage value, this value should either be deducted 
from the material cost or from the overhead. 
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Administrative Expenses 


~~ The segregation of administrative expenses as a distinct class 
is sometimes a matter of convenience. In the majority of cases 
the time of the administrative force is spent in supervising the 
selling organization, in solving problems of production, and in 
looking after the finances of the business. Therefore administra- 
tive expense is partly a production cost, and partly a selling cost. 


Only that portion of the administrative expense which is 
applicable to government work may be included as a part of the 
overhead costs. 


Salaries 

Excessive salaries or other excessive compensation shall not be 
allowed. In order to form a basis for passing on this matter, an 
amount of salary or other compensation paid for the three years 
prior to the war shall be considered as one of the factors in 
determining the amount to be allowed. 


Employes’ Welfare 

All of the following items are allowed as overhead expense: 

(1) Wages paid employes while absent on account of sickness. 

(2) Expenses of operation and maintenance of plant hospitals, 
also all medicine and supplies for first aid to the injured, ex- 
penditures for hospitals‘and other organizations to cover definite 
benefits to employes. 

(3) Payments according to a definite pension plan to disabled 
and veteran employes or their families, and not included in liability 
insurance or other items mentioned herein. 

(4) Net results of operating the contractor’s restaurants. 

(5) Vacation allowances to wage earners, 

(6) Expenses in connection with employes’ welfare, such as 
group insurance, conducting club rooms, rest rooms, reading 
rooms, and educational classes. 

Depreciation gdihb ag 

In determining depreciation it is desirable (1) to agree on a 
proper rate, taking into consideration the use of the plant for pur- 


poses other than war orders, (2). to have the contractor make a 
representation as to his actual cash investment in plant, machinery, 
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tools, fixtures, and the like, subject to investigation as to correct- 
ness, and to apply the rate agreed upon to the sum fixed or cor- 
rected, as the case may be. 

The rate of depreciation depends upon many different and 
variable factors, some of the most important of which are as 
follows : 

(a) Nature and construction of buildings and equipment, to- 
gether with their condition. 

(b) Deterioration of plant in general and of machinery in 
particular, due to wear and tear. 

(c) Amount spent for maintenance in the way of repairs and 
renewals. 

(d) The invention of new methods or new machines which 
may or may not entirely replace the old ones. 

(e) Permanency of business, and likelihood of increase or 
decrease in the same. 

(f£) Amounts previously written off for depreciation. 

(g) There are many additional factors, such as amortization, 
peculiar and excessive uses of machines, rate of production, idle- 
ness of plant, etc., all of which enter into the problem. 


Depletion 

In entering into contracts for raw materials, based on cost plus 
profit, consideration should be given the item of depletion. The 
interdepartmental cost conference is not at the present time ready 
to make any recommendation concerning this subject. 


MetuHop oF CoLLATING Cost Data 

It is recommended that the contractor use the following 
methods, in so far as practicable, in presenting his final cost figures 
on materials, labor, and overhead. 

Method for Ascertaining Material Cost 

The following information should be compiled to support the 
material costs: 

(1) Summary showing the totals of the cost value of the 
various kinds of material used, and supported by original records, 
such as material reports and requisitions, bills of materials, speci- 
fications, and production reports. 
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(2) In determining the material cost, the actual prices paid 
should be used; where this is not practicable fair average prices 
may be used. 

(3) In ascertaining the material cost, all discounts should be 
deducted from the purchase price. 

(4) Duties, import expense, freight, cartage and express 
inward may be added to the purchase price of the material for the 
purpose of ascertaining the material cost, or those items may be 
included as forming a part of the overhead expense items as 
heretofore mentioned. 


Method for Ascertaining Overhead Cost 


The following information should be compiled to support the 
direct labor costs: 


(1) Summary showing the totals of the direct labor cost and 
supported by original records showing the operations, time, and 
amount of wages paid to the employes engaged upon Government 
work. These original records may take the form of daily, weekly, 
or monthly time reports or other pay-roll records. 

(2) Wage-rate records should be prepared, dated, and any 
changes therein noted, with the date thereof. 

(3) The wage rate used in calculating the productive labor 
costs should not be higher than the market prices for the respective 
classes of work. 

(4) All labor costs should be represented by wages, computed 
as above, and actually paid to the respective employes. These 
wages must be in agreement with the pay-roll records. 


Method for Ascertaining Overhead Cost 


The following information should be compiled to support the 
overhead costs : 

(1) Final summary showing the totals of overhead by pro- . 
ductive departments, these totals being obtained from paragraph 2. 

(2) Summaries showing the overhead in each productive 
department, giving the amount distributed and applicable to Gov- 
ernment work. These summaries will include all overhead charged 
to the productive departments. 

(3) Summaries of the detailed items composing the overhead 
directly charged to each productive department where govern- 
ment work is done. 
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(4) Summaries showing the detailed items composing the 
overhead directly charged to each nonproductive department and 
the distribution of these items. 

(5) Summaries showing the detailed items composing the 
general operating expenses and the distribution of these items. 

(6) The methods or bases used in the distribution of the 
overhead should be specified. This would include the following: 
(a) The method or basis used for applying the productive depart- 
ment overhead to the job, order, article, or contract; (b) the 
method or basis used for distributing the nonproductive depart- 
ment overhead ; (c) the method or basis used for distributing the 
general operating expenses. 

(7) When mentioning the methods which are used, the various 
percentages or rates of overhead used should be specified. 
Schedules should be prepared showing how the various overhead 
percentages and rates were ascertained. 

Principles of Distribution of Overhead Expenses 

(1) If a cost system is in use and the method_of distributing 
the overhead to departments and product is one that is based on 
well-defined principles, the method of distribution may be 
accepted. 

(2) The period of time covered by the distribution of the 
overhead should be in accordance with the cost period, which 
should not be more than five weeks. If a cost system is not in 
use, the distribution of costs should be made at least monthly, 
according to the calendar month if possible. 

(3) Standard methods of distribution of overhead are first, 
direct labor cost; second, direct labor hours; third, machine 
hours. 

First. If the wages in an individual operating department are 
fairly uniform, it will not make any particular difference whether 
the overhead is distributed on labor costs or labor hours. If, 
however, there is high and low priced labor in an operating 
department, it is more accurate to use direct labor hours, espe- 
cially if both government and commercial work is being handled 
in that department. 

Second. The method of distribution of overhead by the direct 
labor hours is, in the majority of cases, the most accurate method. 
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Third. As between direct labor distribution and machine 
hour distribution, the guiding principle is that wherever the work 
depends upon the skill of the workman, and the machine or 
implements that he uses are merely his tools, the direct labor 
hour or cost is the logical method to use. If, however, automatic 
machines are used, or in cases where one man may run two or 
more machines, the machine rate is the logical one to use. 

(4) Where cost systems are not in use, it is important to 
advise the contractors of the most equitable basis for the dis- 
tribution of the overhead work before work upon government 
contracts is started. 
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Epitep sy Joun B. Niven, C.P.A. 


SUMMARY OF THE PROVISIONS OF THE WAR REVENUE ACT, 
APPROVED OCTOBER 3, 1917. 


The provisions of the law have been arranged under thirteen titles,— 
each title being identified by a roman numeral and a brief description of 
the subject matter dealt with under it. The provisions under each title are 
further dividend into sections, which sections are given numbers starting at 
the hundred (except Title I, the sections in which start at 1) corresponding 
to the title number. A ready means of referring to any provision in the 
law is thus provided. The arrangement of the bill is as follows: 


Title 
Numerical Descriptive Section Numbers 
I War Income Tax 1 to 5 
II War Excess Profits Tax 200 to 214 
III War Tax on Beverages - 300 to 315 
IV War Tax on Cigars, Tobacco and 

Manufactures thereof 400 to 404 

V War Tax on Facilities furnished by 
Public Utilities and Insurance 500 to 505 
VI War Excise Taxes 600 to 603 
VII War Tax on Admissions and Dues 700 to 702 
VIII War Stamp Taxes 800 to 807 
IX War Estate Tax 900 and 901 
X Administrative Provisions 1000 to 1010 
XI Postal Rates 1100 to 1110 
XII Income Tax Amendments 1200 to 1212 
XIII General Provisions 1300 to 1302 


Taxes imposed on property and the use of property, as distinguished 
from taxes based on income, do not as a rule concern accountants in their 
professional capacity, and in the following pages the taxes based on income 
and profits only will be discussed. The provisions in the law of October 
3, 1917, imposing taxes on income and profits, will be found under Titles I 
and II and the amendments on the existing law of September 8, 1916, 
which the new law supplements but does not supersede, will be found under 
Title XII. The liability for the taxes on income and excess profits is placed 
on corporations, partnerships and individuals, and the provisions applicable 
to each will be taken up in this order: 
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I.—CorPoRATIONS 


There are three separate taxes imposed on Corporations, being (a) a 
tax on net income, (b) a tax on undistributed earnings, and (c) a tax on 
war profits. 


Income Tax 


The law of 1916 imposed a tax of 2% upon the net income of Corpora- 
tions, and in addition thereto the law of 1917 (Sec. 4) imposes a further 
tax of 4%, making a total income tax of 6% payable by every Corpora- 
tion upon its total net income for the year 1917. The taxes imposed under 
the law of 1917 are to be computed, levied, assessed, collected and paid 
upon the same incomes and in the same manner as is the tax imposed by 
the law of September 8, 1916, as amended by the law of 1917, except 
that for the purpose of the 4% tax imposed by the law of 1917 the income 
embraced in the return of a corporation shall be credited with the amount 
received as dividends upon the stock or from the net earnings of a cor- 
poration which is taxable upon its net income as provided in the law of 
1917. In all other respects the 2% tax and the 4% tax will be computed 
upon the same amount of net income. 

The amendments of the law of 1916, so far as they relate to the taxes 
payable by Corporations, will be briefly referred to. 

The only modification applicable to gross income is in regard to divi- 
dends, and the new law (Section 1211) changes materially the provisions 
of the old law in this respect. The new law defines “dividends” for in- 
come tax purposes as any distribution of earnings or profits accrued since 
March 1, 1913, whether in cash, or in stock, “which stock dividend shall 
be considered income to the amount of the earnings or profits so dis- 
tributed.” And for the purpose of fixing the period in which the dividend 
is earned, the law declares that a distribution made in 1917 or subsequent 
tax years will be deemed to have been made from the most recently 
accumulated undivided profits or surplus and shall constitute a part of the 
annual income of the distributee for the year in which received and shall 
be taxed to the distributee at the rates prescribed by the law for the years 
in which such profits or surplus were accumulated. It may be possible, 
therefore, for a dividend to be a distribution of profits earned over a 
period of years and to be taxable to the recipient at varying rates of tax 
upon the respective proportions of the total amount earned or accumu- 
lated by the corporation in the several years. The provisions of the law 
are not quite clear on the point but it would seem to require a taxpayer 
in receipt of a dividend during the year 1917 to ascertain, in the first place, 
when the amount distributed had been “accumulated.” It is assumed that 
in this case “accumulated” is really intended to mean “earned” and that 
a dividend will be taxed to the distributee at the rates prevailing in the 
years in which it was earned. In these circumstances it will be necessary 
for the taxpayer to obtain from the distributing corporation a statement of 
the “tax years and the applicable amounts” in which the dividend was 
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earned. The law specifically provides for the corporation supplying this 
information to the Commissioner of Internal Revenue but it seems much 
more necessary that the corporations should provide each stockholder 
with the information so that their income tax returns may be accurately 
prepared. In this connection there may be some difficulty in deciding 
what is “the most recently accumulated undivided profits or surplus.” 
Where cividends are paid regularly at the end of each quarterly, half 
yearly or yearly period there is no doubt that the law will assume the 
dividends were paid out of the earnings of the period just closed or 
closing, and in the case of all dividends received in 1917 of such a nature, 
they will be assumed to be paid out of the earnings of 1917 so far as 
these earnings are available and the balance only paid out of the surplus on 
hand at the beginning of the year. But questions will arise where divi- 
dends are paid early in 1917 before the earnings of the current year could 
be ascertained or even estimated. If the dividend is declared early in 
January there would seem to be no doubt that the earnings which the 
directors had in view were those made in 1916 and a stockholder would 
be justified in declaring in his income tax return that the dividend was 
earned in 1916 and in paying the rate prevailing in that year. A more 
difficult problem will arise if the dividend be declared in February or 
March when an estimate of the current earnings may be available. The 
matter should be left to the distributing corporation to decide and its 
decision will rest entirely upon the earnings which were taken into con- 
sideration when the dividend was declared. 

The form provided for the return of the net income of corporations 
for 1917 will no doubt be so arranged that the distributee of a dividend 
may disclose the applicable amounts of income earned in the year or 
years in which accumulated and may compute the tax liability at the 
prevailing rates of income tax for these years. As corporations pay the 
normal tax only, the computation of the tax will be comparatively simple, 
unless of course in one of the years affected the corporation operated at 
a loss, and in that event the amount of the dividend should be applied 
against the deficit and the tax on the net profit, if any, for the year. 

As regards deductions, a taxpayer is not now permitted (section 1207) 
to include, in the amount of interest deducted, the interest on indebted- 
ness incurred for the purchase of obligations or securities the interest upon 
which is exempt from income tax. 

It is also now provided that income taxes may not be used as a de- 
duction in ascertaining net income, but that (section 1211) the war profits 
tax imposed and assessed for the same calendar or fiscal year may 
be included as a deduction in assessing income tax. On the other hand, 
neither the income nor the excess profits taxes are allowed as deductions 
in assessing the excess profits tax. 

With the exception of the conversion of the system of collecting the 
tax by “withholding at the source” into one of “information at the source,” 
which will be referred to later, the other amendments are of a minor 
nature and principally relate to a more effective administration of the law. 
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Tax on Undistributed Earnings 


The tax imposed under this head (section 1206 (b)) is of a penal 
character and is intended to discourage corporations retaining in their 
hands, instead of distributing among their stockholders, earnings which 
are not employed in or required for their business. 

The provision appears as an amendment to Section 10 of the law of 
September 8, 1916, which imposed the tax of 2% upon the net income 
of corporations, by the adding of a new subdivision as follows: 


“(b) In addition to the income tax imposed by subdivision (a) of 
this section, there shall be levied, assessed, collected and paid annually an 
additional tax of ten per centum upon the amount, remaining undis- 
tributed six months after the end of each calendar or fiscal year, of the 
total net income of every corporation, joint-stock company or association, 
or insurance company, received during the year, as determined for the 
purposes of the tax imposed by such subdivision (a), but not including 
the amount of any income taxes paid by it within the year imposed by the 
authority of the United States. 

“The tax imposed by this subdivision shall not apply to that portion of 
such undistributed net income which is actually invested and employed in 
the business or is retained for employment in the reasonable requirements 
of the business or is invested in obligations of the United States issued 
after September 1, 1917. Provided, That if the Secretary of the Treasury 
ascertains and finds that any portion of such amount so retained at any 
time for employment in the business is not so employed or is not reason- 
ably required in the business a‘tax of fifteen per centum shall be levied, 
assessed, collected and paid thereon. 

“The foregoing tax rates shall apply to the undistributed net income 
received by every taxable corporation, joint-stock company, or associa- 
tion, or insurance company, in the calendar year nineteen hundred and 
seventeen and in each year thereafter, except that if it has fixed its own 
fiscal year under the provisions of existing law, the foregoing rates shall 
apply to the proportion of the taxable undistributed net income returned 
for the fiscal year ending prior to December thirty-first, nineteen hundred 
and seventeen, which the period between January first, nineteen hundred 
and seventeen, and the end of such fiscal year bears to the whole of such 
fiscal year.” 

The law, in effect, gives a corporation six months after the end of its 
fiscal year within which to make such disposition of its net profits as may 
be in the best interests of the corporation having this tax in view; but, 
as the law was only enacted on October 3, 1917, and the six months’ period 
from the end of their fiscal year will have expired, many corporations 
would be penalized in the tax without having had an opportunity to give 
effect to the evident purpose of the law. In these circumstances the De- 
partment should give some latitude to corporations whose fiscal year closes 
early in 1917 in the disposition of their umcistributed profits. 
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War Excess Profits Tax. 


The greater portion of the revenue of the federal government for the 
current fiscal year is to be obtained by means of the tax on what is 
described in the law as “excess profits.” The tax was evidently intended 
in the first instance to be based on an application of the principle of 
differentiation in taxation according to the source from which income is 
derived on the theory that certain industries in this country have been 
greatly benefited by business derived from supplying the needs of the 
peoples involved in the present war and that those benefited should be 
required to contribute to the public revenue in proportion to the increase 
in profits obtained. The act as finally passed has departed almost entirely 
from this principle. 

The law provides that, in addition to the taxes under existing law and 
under that act, there shall be levied upon the income of every corpora- 
tion, partnership or individual engaged in “trade” or “business” a tax at 
a progressive rate upon that part of their net income in excess of a certain 
fixed return on their capital invested in the business. Where it is not 
possible to get at the facts necessary to make the assessment of tax on this 
basis, other methods are provided to fix the liability for tax, but in all 
cases where the conditions are suitable it is upon the basis just indicated 
that the tax will be computed and assessed. 

The tax is wide in its incidence. It is specifically applied to “all trades 
or businesses of whatever description” and the act defines the terms 
“trade” or “business” to include “professions and occupations.” The effect 
of the description evidently intended is to apply the provisions of the law 
to every corporation in active operation for profit, upon its entire net 
income from every source. 

Section 201 contains the provisions of the law on this point, which are 
in the following terms: 


“For the purpose of this title every corporation or partnership not 
exempt under the provisions of this section shall be deemed to be engaged 
in business, and all the trades and businesses in which it is engaged shall 
be treated as a single trade or business, and all its incomes from whatever 
source derived shall be deemed to be received from such trade or business. 

“This title shall apply to all trades or businesses of whatever descrip- 
tion, whether continuously carried on or not, except— 

“(a) In the case of officers and employes under the United States, or 
any state, territory or the District of Columbia, or any local sub-division 
thereof, the compensation or fees received by them as such officers or 
employes ; 

“(b) Corporations exempt from tax under the provisions of section 
eleven of Title I of such act of September eighth, nineteen hundred and 
sixteen, as amended by this Act, and partnerships and individuals carry- 
ing on or doing the same business, or coming within the same description ; 
and 


390 














Income Tax Department 


“(c) Incomes derived from the business of life, health, and accident 
insurance combined in one policy issued on the weekly premium payment 
plan.” 

The tax is imposed in respect of all earnings since January 1, 1917; 
and the first taxable year is the year ending December 3i, 1917, except 
that, in the case of a corporation or partnership which has fixed its own 
fiscal year, the taxable year is the fiscal year ending during the calendar 
year 1917. In the latter case, however, the amount payable will be that 
proportion of the tax computed upon the net income during such full 
fiscal year, which the time since January 1, 1917, to the end of such fiscal 
year bears to the full fiscal year. 

As has been indicated, the basis of the tax is the “excess profits” con- 
tained in the income for the taxable year. Five different methods are 
provided for determining the amount of tax payable, in four of which 
there are means provided for ascertaining the excess profits contained in 
the net income of the persons taxable, and in the fifth method a flat tax 
of 8% is imposed. 

The first method and probably the one under which the excess profits in 
the majority of incomes will be determined is contained in section 203 
and is based on the assumption that the average percentage of earnings 
upon the capital invested during the calendar years 1911, 1912 and 1913 
(described in the act as the “pre-war period”), with, however, certain 
arbitrary limits, represents the “normal profits” of a trade or business, and 
that by deducting from the net income for the taxable year of every cor- 
poration, partnership and individual the sum of (1) an amount equal to 
the same percentage of the capital invested during the taxable year as the 
earnings in the pre-war period were of the capital then invested, and (2), 
in the case of a corporation, $3,000, the amount remaining will represent 
the excess profits, if any, in said income. The law, however, provides 
that the percentage to be deducted shall be “not less than seven or more 
than nine per centum of the invested capital for the taxable year.” 

The other methods are employed when the one just referred to cannot 
be adopted. 

The second method of ascertaining excess profits is to be used in the 
following circumstances: 

(1) If the Secretary of the Treasury is unable satisfactorily to deter- 
mine the average amount of the annual net income of the trade or busi- 
ness of a particular taxpayer during the pre-war period. 

(2) If the Secretary of the Treasury, upon complaint, finds that during 
the pre-war period a domestic corporation or partnership or a citizen or 
resident of the United States had no net income from the trade or business. 

(3) If the Secretary of the Treasury, upon complaint, finds that during 
the pre-war period the percentage which the net income was of the invested 
capital was low as compared with the percentage which the net income 
during such period of representative corporations, partnerships and indi- 
viduals engaged in a like or similar trade or business was of their invested 
capital. 
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In any one of the three events just described, it is provided by section 
205 that the amount to be deducted by a taxpayer from the net income of 
the taxable year to determine the excess profits should be the sum of (1) 
an amount equal to the same percentage of its invested capital for the 
taxable year which the average deduction for such year of representative 
corporations, partnerships or individuals, engaged in a like or similar trade 
or business is of their average invested capital for such year, plus (2) 
in the case of a corporation, $3,000. 


In the events (2) and (3) above indicated, the tax shall be assessed 
upon the basis of the excess profits determined as provided in section 203, 
but the taxpayer claiming the benefit of the alternative method may at the 
time of making the return file a claim for abatement of the amount by 
which the tax so assessed exceeds a tax at like rate computed upon the 
basis of excess profits determined as provided in section 205. 


The third method of ascertaining excess profits is to be used only “if 
the Secretary of the Treasury is unable in any case satisfactorily to deter- 
mine the invested capital” and section 210 provides that the amount of 
the deduction shall be the sum of (1) an amount equal to the same pro- 
portion of the net income of the trade or business received during the 
taxable year as the proportion which the average deduction for the same 
calendar year of representative corporations, partnerships and individuals 
engaged in a like or similar trade or business bears to the total net income 
of the trade or business received by such corporations, partnerships and 
individuals, plus (2), in the case of a domestic corporation, $3,000. 

This method is to be used when the capital invested can not be deter- 
mined; but, to compute the tax on the basis prescribed by the law, an 
amount representing capital invested must be available to apply the tax 
at the various rates. The law does not provide a means under this method 
of obtaining such an amount, unless it is intended that, in addition to 
supplying the proportion which the average deduction bears to the total net 
income of representative concerns, there shall also be supplied the average 
percentage of earnings to capital invested. If this information be sup- 
plied a taxpayer preparing his return on the basis of the third method of 
ascertaining excess profits just referred to, an amount could be determined 
which might be held to represent the capital invested in the taxable year 
and the tax computed accordingly. 

The fourth method of ascertaining excess profits is to be used only 
“if a corporation or partnership was not in existence or an individual was 
not engaged in the trade or business during the whole of any one calendar 
year during the pre-war period”; and section 204 provides that the deduc- 
tion shall be an amount equal to eight per cent. of the invested capital 
for the taxable year plus, in the case of a domestic corporation, $3,000. 

By one of the four methods hereinbefore enumerated, every corpora- 
tion, partnership and individual having an invested capital, or more than a 
“nominal capital,” should ascertain the amount of deduction to be made 
from its net income for the purpose of determining the amount, if any, 
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of excess profits tax payable, which tax is, it is provided in Sec. 201, to 
be equal to the following percentages of the net income: 

20% of the net income in excess of the deduction and not in excess 
of 15% of the invested capital for the taxable year. 

25% of the net income in excess of 15% and not in excess of 20% of 
such capital. 

35% of the net income in excess of 20% and not in excess of 25% 
of such capital. 

45% of the net income in excess of 25% and not in excess of 33% of 
such capital, and 

60% of the net income in excess of 33% of such capital. 

It should be noticed that the law provides for determining the tax by 
using the “deduction” as a basis in the case of the 20% tax only. In 
regard to the higher rates of tax it is only the percentage of capital basis 
that is used. It is easy to conceive of a corporation, partnership or indi- 
vidual having a capital invested so small that the $3,000 or $6,000 re- 
spectively allowed to them would be much in excess of 15% or even 33% 
of the invested capital, but according to the law such corporation, part- 
nership or individual might be required to pay the tax on all income in 
excess of 15% of the invested capital notwithstanding the fact that such 
income was not excess of the deduction allowed. No such result could 
have been intended and the department should make the point clear. 

The law provides a fifth method of computing the excess profits tax 
in certain cases, which is of the nature of an additional income tax sub- 
stituted for the tax imposed by this title. The provision is in section 209 
and in the following terms: 

“That in the case of a trade or business having no invested capital or 
not more than a nominal capital there shall be levied, assessed, collected 
and paid in addition to the taxes under existing law and under this act, 
in lieu of the tax imposed by section 201, a tax equivalent to 8% of the 
net income of such trade or business, in excess of the following deduc- 
tions; in the case of a domestic corporation, $3,000, and in the case of a 
domestic partnership or a citizen or resident of the United States, $6,000; in 
the case of all other trades or business, no deduction.” 

The use in a law of such importance of an expression so ill-defined as 
“not more than a nominal capital” is unfortunate. 

The provision was evidently intended to relieve professional men, such 
as doctors, lawyers, accountants, etc., whose incomes depend upon per- 
sonal skill and not upon the employment of capital except in nominal 
amounts; but what of the doctor who maintains a clinic, or the lawyer or 
accountant who is obliged to wait unduly long for the collection of ac- 
counts, and may thus carry disbursements as accounts receivable? 

On the other hand, not a few corporations have been organized in 
which all the actual capital is represented by certificates of indebtedness, 
debentures, and similar securities, the stock representing nothing whatever 
of tangible value. Such corporations would apparently escape the real 
excess profits tax and bear only an 8% tax over the minimum of $3,000. 
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It has already been indicated that in the case of every corporation and 
partnership, all the trades and businesses in which it is engaged shall be 
treated as a single trade or business and all its income from whatever 
source derived shall be deemed to be received from such trade or busi- 
ness. The law provides that the net income of a corporation for the 
excess war profits shall be ascertained and returned (a) for the calendar 
years 1911 and 1912 upon the same basis and in the same manner as pro- 
vided in the corporation excise tax law of 1909, (b) for the calendar 
year 1913, upon the same basis and in the same manner as provided in the 
income tax law of October 3, 1913, except that federal income taxes paid 
by it during the year shail be included and except that dividends received 
by it shall be deducted and (c) for the taxable year upon the same basis 
and in the same manner as provided in the income tax law of September 
8, 1916, as amended, except that dividends shall be deducted. 

For the purposes of this tax “invested capital” is defined in section 207 
of the law as follows: 

“Sec. 207. That as used in this title the term ‘invested capital’ for any 
year means the average invested capital for the year, as defined and 
limited in this title, averaged monthly. 

“As such in this title ‘invested capital’ does not include stocks, bonds 
(other than obligations of the United States), or other assets, the income 
from which is not subject to the tax imposed by this title, nor money or 
other property borrowed, and means subject to the above limitations: 

“(a) In the case of a corporation or partnership: (1) actual cash paid 
in, (2) the actual cash value of tangible property paid in other than cash, 
for stock or shares in such corporation or partnership, at the time of such 
payment (but in case such tangible property was paid in prior to Janu- 
ary first, nineteen hundred and fourteen, the actual cash value of such 
property as of January first, nineteen hundred and fourteen, but in no 
case to exceed the par value of the original stock or shares specifically 
issued therefor), and (3) paid in or earned surplus and undivided profits 
used or employed in the business, exclusive of undivided profits earned 
during the taxable year.” 

The section also contains provisions relating to the value of (1) 
patents and copyrights and (2) goodwill and other intangible property in 
determining invested capital. The actual cash value of patents and copy- 
rights paid in for stock or shares may be included as invested capital, 
but not at an amount exceeding the par value of such stock or shares. 
In regard to goodwill and other intangible property, the law distinguishes 
between such property paid for in cash or tangible property and that paid 
for with shares in the corporation. In the former case, the goodwill or 
other intangible property may be included as invested capital at its value 
not to exceed the actual cash or actual cash value of the tangible property 
paid therefor at the time of such payment. In the latter case, however, 
where the goodwill or other intangible property is paid for with shares in 
the capital stock of the corporation, the value thereof can only be in- 
cluded as capital invested if (1) it were purchased and paid for with 
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shares prior to March 3, 1917, and (2) the shares so issued were in an 
amount not to exceed, on March 3, 1917, 20% of the total shares of the 
capital stock of the corporation. In the event only of both conditions 
being present can the goodwill or other intangible property be included as 
invested capital and then only at a value not to exceed the par value 
of suck stock. 

The literal effect of this provision would appear to be to prevent the 
inclusion of any value for goodwill in cases in which it was acquired 
by the issue of more than 20% of the capital stock. The precise purpose 
of such discrimination is not clear. 

The law contains a provision (sec. 204) that a trade or business car- 
ried on by a corporation, partnership or individual, although formally 
organized or reorganized on or after January 2, 1913, which is substantially 
a continuation of a trade or business carried on prior to that date, shall 
be deemed to have been in existence prior to that date and the net in- 
come and invested capital of its predecessor prior to that date shall be 
deemed to have been its net income and invested capital. Section 208 
further provides that changes effected in the interest or control of owner- 
ship of a trade or business after March 3, 1917, where 50% of the in- 
terest or control remains in the same persons, will not be recognized in 
ascertaining the invested capital of the trade or business, unless cash or 
tangible property was the consideration given in the transaction. 

The excess profits tax imposed by the law of March 3, 1917, is re- 
pealed, and the munitions tax imposed under the law of September 8, 
1916, has been reduced from 12%4% to 10% with a provision, however, that 
the section of the law will not be effective on and after January 1, 1918. 

As an example of how the war excess profits tax will affect corpora- 
tions with large war profits, the following statement has been prepared 
of a corporation having capital invested in the business in the taxable 
year of $1,000,000 and a net income of $500,000. Its profits in the pre-war 
period having been in excess of 9% of the capital then invested, it is now 
restricted to a deduction of 9% of $1,000,000, plus $3,000, or a total deduc- 
tion of $93,000, resulting in excess profits of $407,000. 


Excess Tax 
Profits Liability 
20% of (15% of $1,000,000 less $93,000) $57,000 $11,400 
25% of (20% less 15% of $1,000,000) 50,000 12,500 
35% of (25% less 20% of $1,000,000) 50,000 17,500 
45% of (33% less 25% of $1,000,000) 80,000 36,000 
60% of amount of net income in excess of 
33% of $1,000,000 170,000 102,000 





Total Excess Profits Tax $407,000 $179,400 
To which add: 
Income tax at 6% on $500,000 less $179,400 — $320,600 19,236 


Total Excess Profits and Income Taxes $198,636 
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II.— PARTNERSHIPS 


The law of September 8, 1916, imposed no liability for the income tax 
on a partnership, per se, but declared that “persons carrying on business 
in partnership shall be liable for income tax only in their individual 
capacity and the share of the profits of the partnership to which any 
taxable partner would be entitled if the same were divided, whether divided 
or otherwise, shall be returned for taxation and the tax paid under the 
provisions of this title.” This provision in the law of 1916 was not dis- 
turbed by the law of 1917 and a partnership as such is still not liable to pay 
income tax upon its net profits. But, as provided under both the law of 
1916 and the law of 1917, a partnership, when requested by the Commis- 
sioner of Internal Revenue, or any district collector, must render a correct 
return of the partnership. A partnership has the same privilege of fixing 
and making returns upon the basis of its own fiscal year as is accorded to 
corporations. If the fiscal year does not correspond with the calendar year, 
the income is apportioned between the two calendar years and the tax 
assessed on the partners according to the rate prevailing in each year. 

On the other hand, a partnership, as such, is subject to the war excess 
profits tax if it carries on a trade or business falling within the definition 
in that part of section 201 hereinbefore quoted in the remarks dealing with 
corporations. ' 

In the case of corporations, partnerships and individuals the tax is 
based upon the excess profits in the income for the taxable year ascer- 
tained by the same methods, but while the corporations are entitled to add 
$3,000 to the deduction, partnerships and individuals are allowed $6,000. 

The methods provided for determining the excess profits and the pro- 
visions relating to capital apply equally to corporations and partnerships 
and reference is made to the details given on these points in the previous 
paragraph dealing with corporations. 

For the purposes of the war profits tax, the net income of a partnership 
shall be ascertained and returned for the calendar years 1911, 1912 and 
1913, and for the taxable year upon the same basis and in the same man- 
ner as provided in the income tax law of 1916 for individuals, including 
the deductions allowed by subdivision (a) of section five and the credit 
allowed by subdivision (b) of section five of such act. 

Every partnership having a net income of $6,000.00 or more for the 
taxable year, shall render a correct return of the income of the trade or 
business for the taxable year, setting forth specifically the gross amount for 
such year and the deductions allowed. The returns shall be rendered at 
the same time and in the same manner and form as is prescribed for 
income tax returns under the law of 1916. 


III.—INpIvipuALs 


An individual may be liable in respect of the year 1917 for (a) an 
income tax under the law of 1916, (b) an income tax under the law of 
1917 and (c) excess profits tax. 
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Income Tax 

Under the law of September 8, 1916, an individual is liable in respect 
of the calendar year 1917 for a normal tax of 2% on his total net income 
in excess of (1), if he is unmarried, $3,000.00, or (2), if he is married or 
the head of a family, $4,000.00 plus $200.00 for each child dependent on 
him, together with a graduated super tax on that part of his income in 
excess of $20,000.00. 

In addition to his liability under that law, the law of 1917 imposes a 
further liability on “every individual a citizen or resident of the United 
States,” in respect of the calendar year 1917 of a further normal tax of 
2% on his total net income in excess of (1), if he is unmarried, $1,000.00, 
or (2), if he is married or the head of a family, $2,000.00 plus $200.00 for 
each child dependent on him, together with a graduated super tax on that 
part of his income in excess of $5,000.00. 

It will thus be seen that the normal tax is at the same rate under both 
laws so that for the year 1917 an individual is liable for a combined 
normal tax of 4% on his total taxable income over the specific exemptions 
allowed. 

The super or additional tax under the law of 1917 increases in per- 
centage much more rapidly than under the law of 1916. The rates are 
as follows: Com- 


Under Under bined 
Law Law Super 
Upon the amount by which the total net income of 1916 of 1917 tax 


Exceeds $ 5,000. and does not exceed $ 7,500. 1% 1% 
% —_—" a ¥ 10,000. 2% 2% 
ws ta * * ‘i 7: 12,500. 3% 3% 
os -6hClr* = pe 15,000. 4% 4% 
“ 15,000. “ “ “ “ 20,000. 5% 5% 
” aoe.“ * " ss 40,000. 1% 7% 8% 
«“ 40 000 “ “ “ “ 60.000. 2% 10% 12% 
“ 60 000 “ee “ “ “ 80,000. 3% 14% 17% 
és 80,000. “ “ ° “100,000. 4% 18% 22% 
- 100,000. “ “ . “150,000. 5% 22% 27% 
‘s nae. * * “6 “200,000. 6% 25% 31% 
” 200,000. “ “ ‘s “250,000. 7% 30% 37% 
zoo, “  * ie * 300,000. 8% 34% 42% 
3: 300,000. “ “ Mi “~~ $00,000. 9% 37% 46% 
™ 500,000. “ “ ” “ 750,000. 10% 40% 50% 
3 joe, * * " “1,000,000. 10% 45% 55% 
V4 1,000,000. “ “ * 1,500,000. 11% 50% 61% 


’ 1,500,000. “ “ 6 “2,000,000. 12% 50% 62% 
Upon the amount by which the total net income 


Exceeds $2,000,000.00 13% 50% 63% 

To ascertain the percentage of the total income tax liability of an 
individual, the normal tax of 4% should be added to the figure in the 
combined super tax column. While the income tax (both normal and 
additional) imposed by the law of September 8th, 1916, was placed on the 
entire net income received from all sources within the United States by 
every non-resident alien, the normal income tax imposed by the law of 
1917 is only imposed on “every individual a citizen or resident of the 
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United States,” and the additional tax on “every individual” without the 
qualifying words. It would thus seem that the new war income tax (to 
the extent of the normal tax at least) is not to apply to non-resident 
aliens. 


The taxes imposed by the law of 1917 will be computed upon the same 
basis and in the same manner as the similar taxes imposed by the law of 
1916, except that the exemptions of $3,000.00 and $4,000.00 which are 
allowed in ascertaining net income for the taxes imposed under the 1916 
law are reduced to respectively $1,000.00 and $2,000.00 in ascertaining net 
income under the law of 1917, and that returns will be required in the 
case of net incomes of $1,000.00 or over of unmarried persons and 
$2,000.00 or over in the case of married persons. But the provisions of 
the law of 1916 have been amended in several particulars. Reference has 
already been made to most of these modifications when discussing the net 
income of corporations, as the amendments are made on the law relating 
to corporations as well as the law relating to individuals. This is the case 
with regard to the provision defining what dividends are taxable, the 
period in which a dividend is deemed to have been earned and the rate at 
which it is to be taxed to the recipient. Individuals are, as formerly, 
entitled to a credit for all dividends in assessing the normal tax but must 
include them in their net income for super tax purposes. The amendment 
relating to the allowable deduction for interest and taxes is in identical 
terms for both corporations and individuals. 


A special modification of the basis of net income, as regards individuals 
only, has been made by the insertion in the law of 1916 of a provision for 
the deduction of gifts made within the year to charitable and similar 
institutions not in excess of 15% of the net income. The provision of the 
law is as follows: 


“Section 6. That section five of such Act of September eighth, nine- 
teen hundred and sixteen, is hereby amended by adding at the end of sub- 
division (a) a further paragraph numbered nine, to read as follows: 


“Ninth. Contributions or gifts actually made within the year to cor- 
porations or associations organized and operated exclusively for religious, 
charitable, scientific, or educational purposes, or to societies for the pre- 
vention of cruelty to children or animals, no part of the net income of 
which inures to the benefit of any private stockholder or individual to an 
amount not in excess of fifteen per centum of the taxpayers’ taxable net 
income as computed without the benefit of this paragraph. Such con- 
tributions or gifts shall be allowable as deductions only if verified under 
rules and regulations prescribed by the Commissioner of Internal Revenue, 
with the approval of the Secretary of the Treasury.” 


The net income thus ascertained is the amount upon which the normal 
and the super or additional taxes imposed by the law of 1916 and the law 
of 1917 will be assessed. The following table indicates what the tax 
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liability of individuals in the position indicated will be on incomes of the 
several amounts mentioned, and also the per cent. of income which will be 
payable by the recipient in income tax. 


On net 
incomes 
of married Law of September 
persons, with 8, 1916 War Revenue Law % of 
two depend- as amended Total tax Net 
ants, of the Normal tax Supertax Normal tax Super tax Liability Income 
following (exemption (exemption, 
Amounts $4,400) $2,400) 
$200 $ — $ — $ — §$ — $ —- — 
3,000. — ~—- i. — 12. A 
4,000. — — <4 -- 32. 8 
5,000. Se. con Se. — 64. 1.2 
7,500. 62. — 102. 25. 189. 2.5 
10,000. 3s. “= 152. 75. 339. ae 
12,500. 162. — 202. 150. 514. 4.1 
15,000. 212. — 252. 250. 714. 47 
20,000. 312. = 352. 500. 1,164. 5.8 
40,000. 712. 200. aoe. 1,900. 3,564. 8.9 
60,000. 1,112. 600. 1,152. 3,900. 6,764. 11.3 
80,000. 1 5iz. 1,200. 1,552. 6,700. 10,964. 13.7 
100,000. 1,912. 2,000. 1,952. 10,300. 16,164. 16.2 
150,000. 2,912. 4,500. 2,952. 21,300. 31,664. 21.1 
200,000. 3,912. 7,500. 3,952. 33,800. 49,164. 24.6 
250,000. 4,912. 11,000. 4,952. 48,800. 69,664. 27.9 
300,000. 5,912. 15,000. 5,952. 65,800. 92,664. 30.9 


500,000. 9,912. 33,000. 9,952. 139,800. 192,664. 38.5 
750,000. 14,912. 58,000. 14,952. 239,800. 327,664. 43.7 
1,000,000. 19,912. 83,000. 19,952. 352,300. 475,164. 47.5 
1,500,000. 29,912. 138,000. 29,952. 602,300. 800,164. 53.3 
2,000,000. 39,912. 198,000. 39,952. 852,300. 1,130,164. 56.5 
3,000,000. 59,912. 328,000. 59,952. 1,352,300. 1,800,164. 60.0 
It will, of course, be understood that if the person had engaged in a 
trade or business, either as a sole trader or as a partner, the income from 
which was subject to the war profits tax, the amount derived from such 
a source would be included in the above income after deduction of the 
war profits tax as indicated in a later paragraph, which war profits tax 
is payable in addition to the amount shown in the above total tax liability 
column. 


An important change has been made in the law of 1916 in regard to 
the collection of the normal tax on the income of individuals. A very large 
proportion of the normal tax was collected at the source of the income and 
in many cases it was unnecessary to collect any tax from the individual 
direct. This procedure has now been departed from so far as a citizen 
or resident of the United States is concerned. He will now collect his 
total income and pay his income tax direct based upon his own income 
tax return. The only item of income of a citizen or resident of the United 
States upon which the normal tax will continue to be collected at the 
source will be interest upon the bonds and similar obligations of corpora- 
tions which contain a “tax-free” covenant and in these cases the corpora- 
tion will continue to pay the tax according to its covenant but to the 
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extent of 2% only and so relieve the recipient of the normal tax in respect 
of that portion of the normal tax payable by him. In all other cases, 
instead of deducting the tax at the source, the law requires the payer of 
amounts of income of $800 or more for the taxable year to a person, cor- 
poration, or partnership to make a return thereof to the collector of 
internal revenue stating the amounts paid and the recipient thereof. But 
it is also provided that such returns shall be required, regardless of 
amounts, in the case of payments of interest upon the bonds and similar 
obligations of corporations. Any amount of tax withheld during the 
year 1917 should be released and paid over to the indivdual. 


A further amendment of the law is in regard to the ascertainment of 
the profit or loss made by individuals on investments or by trading on an 
exchange. It provides that brokers shall, when required by the Com- 
missioner of Internal Rvenue, render a return showing the names of 
customers for whom they have transacted business, with such details as to 
profits, losses or other information which the commissioner may require 
as to each of such customers as will enable the Commissioner of Internal 
Revenue to determine whether all income tax due on profits or gains of 
such customers has been paid. 


Excess Profits Tax. 


An individual engaged in a trade, business profession or occupation 
falling within the definition given in the law will be liable for the tax 
upon the amount of excess profits in his income ascertained in one of the 
methods already referred to when his net income from such trade, business, 
profession or occupation is in excess of $6,000. In the first four methods 
before enumerated the deduction in respect of the normal profits will be 
ascertained for an individual in the same manner and on the same basis 
as it is ascertained for a corporation or partnership, and to the amount 
of the deduction thus ascertained should be added a sum of $6,000. There 
are many points in the law that require interpretation, especially in regard 
to the basis upon which an individual with capital invested in business should 
disclose his income. The law states that the net income of an individual 
shall be ascertained and returned for the calendar years 1911, 1912 and 
1913, and for the taxable year upon the same basis and in the same manner 
as provided in the law of September 8, 1916, as amended, except that the 
amount received as dividends upon the stock or from the net earnings of 
any corporation which is taxable upon its net income should be deducted. It 
is not clear just what income is intended by the above provision; it might 
be contended that the income received by an individual from capital 
invested outside of the particular trade, business, profession or occupation 
subject to the excess profits tax should be included. To give effect to 
such a contention would be obviously inequitable, especially if the amount 
invested in the particular business were a small proportion of the indi- 
vidual’s total capital. The law, however, seems to sustain the opposite 
contention by its specific provision that, in the case of corporations and 
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partnerships, all the income from whatever source derived shall be deemed 
to be received from trade or business, while no such provision is made 
for individuals. 


It is the assessment imposed under the fifth method that will affect 
most individuals. Those who receive salaries, wages or compensations in 
excess of $6,000 for personal service of whatever kind and in whatever form 
paid will be subject to a tax equivalent to 8 per cent. of such income. This 
method is to be adopted “in the case of a trade or business having no 
invested capital or not more than a nominal capital.” The question has 
already been raised as to what amount of capital constitutes “nominal” 
capital. This permits a wide difference of opinion and it would seem 
better to delay comment thereon until some basis of dividing “invested 
capital” and “nominal capital” has been evolved. 





There are only two treasury decisions available for publication in the 
pages of THE JouRNAL oF ACCOUNTANCY this month. 


T. D. 2518 extends the time in which non-resident alien individuals and 
corporations and American citizens residing or traveling abroad may make 
returns of income for 1916 to include November 1, 1917. 


T. D. 2519 deals with the deduction from gross income of the annual 
premiums paid on policies insuring the lives of officers or employes in favor 
of corporations. The ruling reverses the previous practice of the depart- 
ment. The amounts of premiums on such policies were allowed as expenses 
in ascertaining the annual net income of corporations on the basis that 
the amount recovered on the maturity of the policies would be included in 
the taxable income. The position now taken by the department is that 
such policies are rather of the nature of capital assets and the transaction 
should only appear in the income tax return when recoveries have been 
made thereunder. The amount included as income in the return will be 
the difference between the amount received and the total amount of 
premiums paid. On account of the previous practice of the department, 
however, the amount of premiums paid deducted from the receipts will be 
restricted to the amount of such premiums as have not been used in the 
returns as expenses in years previous to the issue of this ruling. 


There might have been some basis in equity for the position taken up 
by the department that policies of this nature are capital assets, had 
recognition been given to the fact that a proportion of the premium covers 
the risk involved. To the extent of this risk there seems no doubt that 
the amount of the premium charged in respect of that risk is a true 
business expense of the corporation and a proper deduction in ascertaining 
net income, 
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TREASURY DECISIONS 


(T. D. 2518, August 24, 1917.) 


Extending provisions of T. D. 2476 of April 5, 1917, which granted an 
extension of time in which to file returns of income for 1916 by non- 
resident alien individuals and corporations and American citizens 
residing or traveling abroad. 


The provisions of T. D. 2476 of April 5, 1917, extending “to include 
September 1, 1917,” the time in which non-resident alien individuals and 
corporations and American citizens residing or traveling abroad may make 
— of income for 1916, are hereby extended to include November 1, 
1917. 

In all such cases there is required to be attached to the return a state- 
ment of the reasons for the delay, and if an extension of time beyond 
November 1, 1917, shall be necessary, it is required that an application be 
made in each particular case, with a statement of the reasons for the 
request. 


(T. D. 2519, August 30, 1917.) 
Corporation Income Tax 


Premiums paid to insurance companies on policies insuring in favor of 
corporations, lives of officers or employees, are not hereafter deductible 
from gross income, but, to the extent that such premium payments have 
not been previously deducted from gross income in any return of annual 
net income, they may be deducted from the proceeds of the policy when 
such proceeds are received, the net proceeds being returned as income. 


T. D. 2090, in so far as it authorizes corporations to deduct from gross 
income the annual premiums paid on policies insuring the lives of officers 
or employees in favor of such corporations, is hereby modified to the 
extent that instead of the corporations carrying such insurance being 
permitted to deduct from gross income of the year in which paid the amount 
of the annual premium payments, they will hereafter be permitted to deduct 
from the gross proceeds, when received, of any policies of which the 
corporations are the beneficiaries the entire amount of the premiums paid 
during the term of the policies, less any premium payments which, under 
the former ruling, have been deducted from gross income in any return of 
annual net income, and the net proceeds of the policies thus ascertained 
will be returned as taxable income of the year in which received. 
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Epitep By Seymour WALTON, C.P.A. 
(Assistep By H. A. FINNEY) 
Tue INstTITUTE EXAMINATION 


III 

In attempting to answer the questions set by the American Institute of 
Accountants at the June, 1917, examination, it must be distinctly understood 
that no official standing is to be inferred, merely because the answers 
appear in this department. The board of examiners is in no way respon- 
sible for these answers and, as far as we know, may not even agree with 
them. 

ACCOUNTING THEORY AND Practice—Part 2. 

1. A corporation was formed which acquired several plants, issuing 
therefor $17,000,000 bonds and $24,000,000 stock. It was well known at the 
time that this capitalization exceeded the true value of the assets (including 
goodwill) acquired, to an extent of $11,000,000. In the first year, after 
paying expenses and interest on bonds, the business yielded considerable 
net income. May such net income be used to pay dividends, or must it be 
first applied towards making up the $11,000,000? 

Solution. The net income may be used to pay dividends and need not 
be applied in whole or in part toward making up the $11,000,000. The 
wisdom of paying the dividends is not involved in the question. 

The theory governing the relation of dividends to the impairment of 
capital is that directors cannot voluntarily do anything which will cause 
an impairment, but that they are not responsible for an impairment that 
they did not cause. That is, if they find the capital impaired a certain 
amount at the beginning of the year, either by reason of water originally 
put into the stock, or because of operating losses during previous years, 
they must see that the real capital is not intentionally reduced during the 
year, but they are not obliged to increase it. 





2. (a) Explain in full the theoretical difficulties, in regard to each of 
three commonly used methods of distributitng overhead burden in cost 
accounting. 

(b) Show how the appropriateness of each system may be affected by 
the nature of the business in which it is employed. 

(c) Give briefly your views on the proper treatment of “idle-time.” 

Solution. The wording of section (a) is vague, and its intent uncer- 
tain. A question arises as to the meaning of theoretical difficulties. The 
term itself seems to preclude an assumption that it refers to difficulties 
encountered in practical application of the methods. Such difficulties would 
be practical rather than theoretical. If the word difficulties is used in the 
sense of objections, it is reasonable to infer that an explanation is wanted 
as to the difficulties (objections) which may, properly, be raised on theoret- 
ical premises, but which would be waived in practical work. In fairness 
to the examinee the sentence should have been specific as to difficulties. 
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Furthermore, if theories are sound they must be applicable under certain 
conditions. The nature of a business, or rather of its factory operations, 
determines theoretical difficulties or objections, as well as appropriateness. 
The difference or distinction is one of degree rather than one of kind, and 
sections (a) and (b) could well have been combined in a more definite and 
concise proposition. If the examinee were to “explain in full the theoretical 
difficulties” in compliance with section (a) he would exhaust the subject 
before reaching section (b). 

(a) Three commonly used methods of distributing overhead burden in 
cost accounting are, 

1. Percentage on direct wages. 
2. Percentage on direct wages and material cost. 
3. Direct labor hour rate. 

Theoretically, all indirect cost (overhead burden) should be applied to 
the related product in the same equitable manner as the direct cost. All 
indirect costs are, in some manner, related to direct cost. Methods of 
distribution are intended to apportion overhead burden equitably to the 
related product. Theoretically this is impossible under any of the three 
commonly used methods. Practically it is possible, theoretical difficulties 
being ignored. 

The theoretical difficulties (objections) are revealed in the general 
fallacy of the theories on which the methods of distribution are based. 

1. Percentage on direct wages method. This method is based on the 
theory that overhead burden is incurred in proportion to direct labor cost. 

Theoretical objections are that certain elements of overhead burden are 
related to time, whereas workers are seldom paid uniform wages; that 
other elements are related to individual machine energy and to individual 
operations, and have no conceivable general relation to labor cost or time 
involved. 

2. Percentage on direct wages and material cost method. This method 
is based on the theory that overhead burden is incurred in proportion to 
direct labor and material cost involved. 

The objections raised to the first method (percentage on direct wages) 
also apply here, with the added objection that material cost has, almost 
without exception, no relation to overhead burden. 

3. Direct labor hour rate method. This method is based on the theory 
that overhead burden is incurred through the lapse of time. 

The objection raised to the first method (percentage on direct wages)— 
that workers are seldom paid uniform wages—is avoided by this method. 
But numerous elements of overhead burden are related to individual 
machine energy and operations and have no general relation to the hours 
worked within an entire factory or department. 

(b) 1. The percentage on direct wages method can be of practical 
value where workers are engaged at nearly uniform wages, and where 
they all work under practically the same physical conditions and use sub- 
stantially the same or similar equipment. 
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Where the nature of a business alters the above conditions, the appro- 
priateness of the system is vitally affected. If a low priced worker uses a 
machine costly to operate, the rate of overhead burden should be consider- 
ably higher than for a high priced worker using a machine inexpensive to 
operate. The system is appropriate only in degree, depending upon the 
degree of variation in wage rates and running cost of equipment, etc., used. 

(2) The percentage on direct labor and material cost method is rarely 
of practical value. Where a factory’s workers are employed under nearly 
uniform wage rates, physical conditions and operations and where the ratio 
of material cost to direct labor cost is approximately close to the ratio 
which the cost of that element of overhead burden incident to handling 
material is to all other elements of overhead burden, the system may be 
used, providing the materials used are practically of the same size and 
kind. The system is, however, seldom appropriate. 

More indirect labor, space, etc., is required to handle $1,000 worth of 
steel or iron than to handle a like value in silver or gold. The nature of a 
business may be such that both are required. Steel, then, should carry a 
heavier rate of overhead on its value than either silver or gold. 

3. The direct labor hour rate method is of practical value where all 
workers are employed under practically the same physical conditions and 
operations. 

An hour’s use of a machine costly to operate should receive a heavier 
charge for overhead burden than an hour’s use of a machine that is inex- 
pensive to operate. 

The degree of appropriateness of the system depends largely upon the 
degree of variation in running cost of equipment, etc., used.. 

(c) Idle-time should be treated as a loss rather than cost. The expense 
of idle-time, both of workers—due to delays—and of equipment—due to 
any cause—represents a loss sustained through inefficient management or 
abnormal conditions. Both wasted labor cost and overhead burden (un- 
utilized) should be treated as a deduction from normal gross profits. 
Such wasted expenses do not add to the cost of product (for they should 
not be tolerated as a part of an inventory), but encroach upon profits, and, 
consequently, should be treated as a deduction from normal profits. 





‘ - Discuss the propriety of writing off goodwill, giving your reasons in 
ull. 

Solution. Goodwill is used as the expression of a value inherent in a 
business on account of its having an earning capacity greater than what 
would normally be expected from that class of business. This is the 
legitimate use of the term. It is often used as a makeshift to fill the gap 
caused by a shortage of assets and represents no actual value, either real 
or potential. 

In the latter case there is every reason for writing off ine goodwill as 
rapidly as the profits will allow. Theoretically it would be better to write 
it off by a corresponding reduction of the capital account, since there is no 
doubt that the capital has been unduly inflated to that extent. Owing to 
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the difficulties usually attendant upon the reduction of capital stock in a 
corporation, the same effect can be more easily brought about by a reduc- 
tion in the surplus. 

In the case of legitimate goodwill there is no good accounting reason 
for charging it off against profits. If the profits are large enough to per- 
mit of such a charge against them in addition to paying reasonable divi- 
dends, it means that the earning capacity on which the goodwill is based 
has not been diminished, and therefore that the goodwill is at least as 
valuable as it was originally. There seems to be no good reason why it 
is necessary to charge off an asset that has not depreciated and that may 
even be more valuable than the amount at which it is carried. 

On the other hand, if the profits have diminished to such an extent that 
there are no excess profits to represent the goodwill, it would be impossible 
to charge off the goodwill against profits unless no dividends were paid. 
This is a sacrifice that is not necessarily to be required of stockholders, 
especially as there is usually a hope, at least, that the present small profits 
will be largely increased in the future. 

There is among business men what may be called a sentimental objection 
to carrying goodwill in the balance-sheet. This arises partly from the dis- 
favor into which the term has fallen on account of its misuse and partly 
from a desire to consider as assets only those things which are tangible and 
have a real intrinsic value. From this viewpoint it is better to charge off 
the goodwill as rapidly as is convenient. 

It makes little difference whether goodwill remains in the accounts or 
not. If it does, its real value is not necessarily what was paid for it; it 
may now be worth much more or less. Each person interested in knowing 
the true condition of the business would make his own estimate of its 
value. If the goodwill had been written off, its absence from the balance- 
sheet would be noted, and its value to the business as a going concern 
would be supplied by those examining the accounts. 





4. What are organization expenses? How are they to be treated in 
accounts? At what point do expenses cease to be organization expenses 
and become operating expenses? 

Is the deficiency in the early years of a corporation’s activities (whether 
an actual loss or a deficiency between the earnings and the normal rate of 
return) similar to organization expenses? How should such deficiencies 
be treated in the account? To what extent is such a deficiency similar 
to interest paid during construction? Should such deficiencies be carried 
on the balance-sheet? If so, should they be written off, and how and 
when? May the deficiencies representing the difference between actual 
earnings and normal rate of return be capitalized, in the strict sense of 
having capital stock issued to a corresponding sum? State clearly just 
who is affected, and how, by the different methods of treating the items 
mentioned above. 

Solution. Organization expenses are those which are necessarily in- 
curred before a corporation can begin to do business. They include such 
things as the legal and other fees for obtaining the charter, the expense of 


printing stock certificates and bonds, the expense of obtaining subscriptions 
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to the stock, and sometimes the commission paid to brokers for selling the 
stock. Charging discount on stock sold below par to this account is a 
questionable practice sometimes indulged in. 

They are treated in the accounts as temporary assets. As they benefit 
the whole life of the corporation, they could be spread over the number of 
years that the corporation is expected to endure, but it is usual to charge 
them off in a comparatively few years, as not having any real value. 

The distinction between organization expenses and operating expenses is 
that the former are paid only once, at the inception of the business, and 
that they do not contribute directly to the making of profits. Operating 
expenses are those which are necessary to the regular conduct of the 
business with the expectation that they will be repaid out of the profits 
which they have helped to make possible. The difference is one of per- 
manency ; the organization expenses are permanently lost, while the operat- 
ing expenses are more in the nature of temporary advances to the profit- 
making departments of the business. 

In my opinion a deficiency between the actual earnings and the normal 
rate of return should find no place in the accounts in any way. Failure 
to make a conventional rate of profit merely reduces the surplus; it does 
not create a deficiency. 

Actual losses in the operations during the early years of a corporation 
are not similar to organization expenses in their nature. They are not 
expenses necessary to put the corporation in shape to transact business. 
For the same reason they are not similar to interest paid during con- 
struction. 

These losses may be carried on the balance-sheet in either of two ways, 
dependent on the conditions. They may be called deferred charges, to be 
written off as rapidly as circumstances will allow, but it is not obligatory 
to devote all of the first actual profits made to writing them off. On the 
other hand, if the corporation has succeeded in establishing a lucrative 
business, the losses of the first few years may be considered to be pay- 
ments made in acquiring a goodwill, and they may be charged to good- 
will account, which does not have to be written off. The justification for 
this course is that if events could have been foreseen the corporation 
would have paid for the goodwill of the business at the beginning if it 
could have been acquired from some one who was able to turn it over as 
an established profitable enterprise. There is no essential difference be- 
tween buying a goodwill from an outside party and paying for it by making 
losses that eventually resulted in the building up of a profitable business. 

The question of capitalizing the difference between actual earnings and 
a normal return has already been answered in the negative. 

The creditors are affected to a very small degree because the assets 
include items that have no tangible value for the payment of debts. They 
are not deceived, however, if the accounts are properly stated. The 
stockholders are affected by having the items carried in the accounts as 
temporary assets instead of being charged off at once, the result being 
that dividends may be paid which might not otherwise have been possible. 
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5. Explain the relationship between a sinking fund and an allowance 
for depreciation. It is claimed that in municipal enterprises the require- 
ment that rates must be high enough to provide both for a sinking fund 
to pay off the bonds and also for a “reserve for depreciation” with which 
to replace the plant results in a double charge to consumers. Criticize or 
explain this theory. 

Solution. There is no necessary relation between a sinking fund and an 
allowance for depreciation. A sinking fund is a setting aside of a certain 
sum each year, that, accumulated at compound interest, will be sufficient 
to pay off an obligation—usually bonds—maturing in the future. It has 
no relation to profits or rates, except that the money that must be period- 
ically set aside must be provided out of profits or rates. It does not in any 
way represent a loss. Depreciation does represent a loss, and the reserve 
is established by a charge against operating profits or against the rates 
which are levied to carry on the operations. As the charge each year 
reduces the amount of money realized from profits or rates that can be 
expended for other things there must result an accumulation of money or 
other assets in a depreciation fund or as part of the general assets. This 
accumulation of money is necessary in order that a new plant may be 
bought or built to replace the old one. 

Because the annual charge for depreciation has resulted in a fund equal 
to the value of the plant, and therefore presumably to the face of the 
bonds issued to pay for the plant, it will not do to claim that this fund 
may be used to pay off the bonds. This would be the case only if the 
enterprise for which the plant was provided should be discontinued, so 
that no new plant would be needed. The depreciation fund was estab- 
lished for the purpose of paying for a new plant. The object of the sinking 
fund is the liquidation of the bond liability. As there are two amounts 
to be provided there must be two funds. One single fund cannot pay two 
amounts. 

There is only one condition under which one fund would suffice, but 
the question does not seem to allow of its being considered. If the de- 
preciation fund were used to pay off the bonds, another issue of bonds 
might be made in order to pay for the new plant, and there would have 
been no need of the sinking fund with which to meet the bonds. The 
question implies that the bonds are to be permanently paid off. 





6. Argument has been strongly urged that aside from any question of 
possible mismanagement, or of the difficulty of making satisfactory invest- 
ments to yield the same rate as is paid on the bonds, a sinking fund for 
bonds is more expensive than an arrangement for the serial repayment of 
bonds. This is illustrated by the case of $20,000 5% bonds. If these are 
paid off in a series, one each year, the total payment made will be prin- 
cipal $20,000, interest $10,500, total $30,500. The annual sinking fund to 
pay these bonds would on a 5% basis amount to $604.85, making in twenty 
years $12,097, and the interest paid on the bonds would be $20,000, total 
payments $32,097. The apparent excess burden is accordingly $1,597. 

Discuss the above argument and show clearly just what the figures 
mean and in what the apparent saving actually consists. 
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Solution. If the bonds are serial, one bond being paid off at the end 
of each year, the average capital of which the company would have the 
use would be $10,500. As the interest is the same amount the company 
paid 100 per cent in 20 years, or 5 per cent per annum. 


By the sinking fund method, the bonds were virtually paid off at the 
rate of $604.85 per year. This means that the available capital in use 
was diminished by that amount at the end of each year—that is, that the 
company had the use of $20,000.00 the first year, $19,395.15 the second year 
and so on. As the last payment was made at the end of the 20th year, 
they had the use of $20,000, less 19 times $604.85 ($11,492.15) or $8,507.85. 
This makes an average capital in use of $14,253.92. For the use of this 
average capital the company paid interest of $20,000.00, against which 
there is a credit of $7,903.00, the compound interest realized from the 
sinking fund. This makes the net interest charge $12,097.00. Paying 
$12,097.00 for the use of $14,253.92 means a rate of a trifle less than 
84.87 per cent. for 20 years, or 4.1435 per cent. per annum. The advantage 
of the sinking fund method is apparent and is explained by the fact that 
the fund earns compound interest. 

The apparent excess burden mentioned in the problem is not a true 
excess. It is reached by calling the $20,000.00 paid for coupons all interest, 
which is not true. Of this amount $7,903.00 was applied to the principal, 
being the difference between the face of the bonds, $20,000.00, and the actual 
payments to the sinking fund of $12,097.00. The true amount of interest 
was therefore $12,097.00, not $20,000.00. 

The interest paid must be considered in relation to the capital of which 
the corporation had the use during the twenty years, not in relation to 
the face of the bonds. 





7. When a corporation undertakes its own construction work on what 
basis is it permissible for it to make charges to property account in respect 
thereof? On what basis would you personally recommend that the charges 
should be made? 


Give your reasons. 

Solution. On the basis of actual cost only. It is sometimes argued that 
the corporation would be entitled to charge its construction account with 
the same price that it would charge an outside customer. It is claimed 
that the use of its facilities in its own work would prevent its using them 
for outside work on which it would make a profit. It is more than doubt- 
ful whether any concern would allow its own work to interfere with the 
taking of profitable outside contracts. 

No profit can be made except through a sale. In this case the reduced 
cost of the construction results in a saving and not in a profit, since there 
is no sale. 

In the end there will be no difference in the final effect on profits, 
whichever method is adopted. If the construction account is charged 
with the cost of the work plus the regular profit, the carrying value of the 
plant will be raised and the depreciation to be written off against the 
profits will be correspondingly increased. Therefore, if a profit is taken 
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at first it will be written off during the life of the plant, and will not be a 
permanent profit at all. On the other hand, if the work is charged out at 
cost, the annual depreciation will be less and the saving will be realized 
by the smaller yearly charge against profits for depreciation. 





8. (a) How would you deal in the balance-sheet of a corporation with 
shares recovered from a vendor to whom they had been issued as fully 
paid and who had returned them in settlement of a claim for fraudulent 
misrepresentation in respect of the property sold by him to the corpora- 
tion: 

(b) How would you deal with these shares for the purposes of a 
dividend? 

Solution. It depends on how the accounts connected with the issue of 
the stock have been kept. If only the issued stock has been credited to 
capital stock and no account is kept with unissued stock, I would charge 
the returned stock directly to the capital stock account. If unissued stock 
account is or has been, on the books through the opening entries, I would 
charge the returned stock to unissued stock account. 

The reason for this treatment is that the fraud has vitiated the trans- 
action which led to the original issue of the stock. Therefore the situation 
is the same as if the stock had never been sold or issued for the property, 
and the books must be brought into the same condition as would have 
been the case if the fraudulent transaction had not taken place. 

The returned stock cannot be charged to treasury stock account 
Treasury stock is such stock as has once been issued fully paid and has 
since been re-acquired by the corporation. This stock was never paid for, 
since the consideration given for it was fraudulent. 

The stock being no longer outstanding would not be considered at all 
for dividend purposes, unless as unissued stock it was used as the means 
of paying a stock dividend. 





Ernest Crowther, C.P.A., and Charles C. Sheppard, C.P.A., announce 
the opening of offices at 1902 First National Bank bldg., Pittsburgh, Pa., 
under the firm name of Crowther & Sheppard, certified public accountants. 





Jacobson & Greenfield, C.P.A., 51 Chambers street, announce that M. 
Morris, C.P.A., has been admitted to the firm and that the firm name will 
be changed to Jacobson, Greenfield & Morris. 





George H. Penn, C. P. A. wishes to announce the opening of offices 
in the Liverpool & London & Globe Building, New Orleans, Louisiana, for 
the practice of accountancy. 


410 











Announcements 


NOTICE TO THE MEMBERS OF THE AMERICAN 
INSTITUTE OF ACCOUNTANTS 


The President of the American Institute of Accountants an- 
nounces the result of the ballot submitted to members under date 
of September 22, 1917, as follows: 


Constitution, article II, section 2 (c) shall be amended to 
read as follows: 


“Accountants who shall present evidence of 
preliminary education satisfactory to the 
board of examiners, who shall have been 
in practice on their own account or in the 
employ of a practising public accountant 
for not less than five years immediately 
preceding the date of their application, 
who shall be recommended by the board 
of examiners after examination and 
elected by the council.” 


Votes in favor—633 
*¢ against— 37 
By-Laws, article I, sec. 4, shall be amended to read as follows: 


“The executive committee shall be empow- 
ered with all functions of the council ex- 
cept election of officers and members, 
the right to review the rules and regula- 
tions of the board of examiners, discipline 
of members, filling a vacancy in the ex- 
ecutive committee and the adoption or al- 
teration of a budget.” 


Votes in favor—601 
” against— 65 

There were five disqualified ballots. 

Under the provisions of the constitution, article VI, section 1, 
amendments must be approved in writing by a majority of the 
membership before becoming effective. The membership is now 
1,100. The amendments, having been approved by a majority, 
are now declared to be effective. 
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United States Civil-Service Examinations—Stenographers and Typists 
wanted—Men and Women—The United States Government is in urgent 
need of stenographers and typists. All who pass examinations for the 
departments and offices at Washington, D. C., are assured of certification 
for appointment. It is the manifest duty of citizens with this special 
knowledge to use it at this time where it will be of most value to the 
government. Women especially are urged to undertake this office work. 
Those who have not the required training are encouraged to undergo 
instruction at once. 


Examinations for the Departmental Service, for both men and women, 
are held every Tuesday, in 450 of the principal cities of the United States, 
and applications may be filed with the Commission at Washington, D. C., 
at any time. 


The entrance salary ranges from $1,000 to $1,200 a year. Advance- 
ment of capable employes to higher salaries is reasonably rapid. 


Applicants must have reached their eighteenth birthday on the date 
of the examination. 


For full information in regard to the scope and character of the ex- 
amination and for application blanks address the U. S. Civil Service Com- 
mission, Washington, D. C., or the Secretary of the U. S. Civil Service 
Board of Examiners at Boston, Mass.; New York, N. Y.; Philadelphia, 
Pa.; Atlanta, Ga.; Cincinnati, Ohio; Chicago, Ill.; St. Paul, Minn.; St. 
Louis, Mo.; New Orleans, La.; Seattle, Wash.; San Francisco, Cal.; 
Honolulu, Hawaii; or San Juan, Porto Rico. 





The University of Illinois has decided not to repeat the short course 
in business which has been given several years for the reason that the 
demands on both faculty and students for war service of one sort and 
another have become so insistent that it is felt that such energies as are 
available should be devoted to the promotion of this service. Members 
of the faculty who have been depended upon to conduct the short course 
have also been called into government work. 

Illinois business men have received the short course work with favor 
and it is hoped that, with the return of normal conditions, the University 
will be able to take up this service again and extend its usefulness. 





This is to announce that Ben Morris, C. P. A., a member of the 
American Institute of Accountants, has been commissioned a Captain in 
the United States Army, Quartermaster Department, and is now in France. 
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